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The English translation was done from the German 
edition alter J. bad made considerable revisions of, 



thought. Nalurally, 
ill. There are a few 
mere ccrlain than I 
are many things of 
.1 am very nn celt a in 



tilings of which 1 have hecorto 
was ci<rht. rears ago ; but then 
which I was cocksure then— si 
now. My "views have changed n 



whole hook. 

The first of these^possibilities is, I feel, appropriate 

Iii Hi |iu 1)1 i-Iied Las jriveu eise to so much rliscusHion 
in p'inl iliai. a. l'livi.'i'd i-diium uould ri'ride,]- en i cl ell i- 
gibv v.hat ihe critics and coinmen i.aior- li.iv« had to 
remark. This is true for all "classics," and also 
fur some recent- books, such as D. H. l(oberl,iiii 's 
}hu\kiu<i Pi,itt..-i und the Price Level. ,T. 11. Keynea' 



Treatise on Money and General Theory, ~E. A. Hayek's 
Prices and Prodmutian. These books should not be 
permitted to be substantially revised in new editions, 
because the discussion of their theses and elaborations 
of them in books and articles by their critics is some- 
times of no smaller importance than the original 
works. A relationship of complementarity has 
developed between the original statements and the 
critical comments. 

Such considerations were not pertinent to my first 
edition. My choice, then, was only between a com- 
pletely rewritten and a largely revised edition. 
Jtt visiiiu [Kcivu troublesome. Yet, in consideration 
of whatever discussion my first edition has brought 
forth, I decided in favour of a revised edition which 
ivouM slill cousin oll l Ii ose propositions which have 
founri (he friendly or unfriendly attention of my 
critics. To give an example : I should have been 
inclined to omit most of my remarks on "transfer 
payments" (Zessionszahlungen), had it not been for 
the interesting comments which Mr. Koopmans 
devoted to them.' Thus, I felt obliged to elaborate 
and qualify statements, the simple omission of whieh 
would have saved me much time. I felt obliged, 
moreover, to adhere by and large to the original 
organization of the book, although certain rearrange- 
ments would have commended themselves. I left the 
original structure as it was, except for the splitting 
up of one chapter into three, and the insertion of 
three new chapters (VII, VIII, and IX). This 
asrounb for the 17 chapters of the present book as 
compared with the 12 of the first edition. In order 
Id fnciliffite a comparison, a table is given below 



PREFACE 

indicating the major changes of, and additions to, the 
test of the first edition. 

A word of apology may be needed in order to appease 
teiniinolnirieal la-üiliüfi who relu->e to understand terms 
in any meaning other than ill at which they hare 
been assigned in the newest Keynesian language. The 
present book adheres to p re-Key nesian language, 
employing term? <'.:<-h as Sarin; ami Hoari.l ing in tin; 
itarfi'ional sense (corresponding most nearly to D. H. 
Ilcbertson's definitions). In order to avoid mis- 
urnJi.T.itandings 1 inserted in some places the adjective 
"intended" or "voluntary" before the word Saving. 
It is to be hoped thai the te.nr.iriolojinal |ue j iidice? 
which have developed in recent Years will soon give 
way to the desire to understand what the others say 
no matter in what language they say it. 

Some t!xpld]:aLiun (■; the relatively high degree of 
nbstraeiioii in several chapters of this book may be 
in order. Studies of the stock market are usually of 
the nature of move factual deii.iipi ions, and refrain 
from theoretical speculation about underlying relation- 
ships lu'ltvpen st.oe.k-exciiange speculation and the 
capital structure i production structure) of the 
economy. It is, however, my firm bei id' that little 
can be said about the economics of the stock exchange 
wiiiifnil iroing below the surface and searching intn 
the i.nviiililc f.iuriricsioiis between visible phenomena. 
I am fully aware of the suspicions which the practical 
man often entertains regarding abstract arguments. 
I can only warn the practical stock-market expert who 
plans to read this volume of the fact that on many 
points he will have to follow me through intensive 
speculation. He may perhaps confine his reading to 
Chapters III-IX and XVI-SVII, thus omitting the 
chapters where the discussion seems to be far off his 
special field of interest. 



Folio-wing the tradition oi preface-writing, I wish 
o take the opportunity tu acknowledge my indebted. 

'teas on the problems discussed in this book. Mj 



world outside of Vienna as the Neo- Austrian 3, but 

■:-!(■-(! rollaliorntjoii us inemLier.i of ibrj "Mi.niS-K ec.it." 
I mention particularly Professor Ludwig von Mises, 
now at the Institut Universitaire des Haute? Etude) 
T ri l.c r o alio n ales in Genei-a; Professor Friedrich A. ton 
ITayek, now at the University of London, and Professor 
Gottfried von Haberler, now at Harvard University. 

More aukiiowledgoientd me Jul; for the form and 
content of the preseat English edition. First of ail 
I wish to thank Dr. Vera 8mit.li for file stylistic siiill 
which she has lent to the translation. Fur lie nil ore, 



d Mr. Joseph Q. Crest, who compiled 
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the publication of the hook enabled me 
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FHOM THE PoEFACE TO THE GERMAN EDITION 



Current affairs have prompted this study of the 



relationships between the s 


tack market, credit, and 


capital formation. The g 


rowth of stock-exchange 


credits during the DroaDi 


Titv neriod evoked the 




thoae in charge of fconom 


ic and monetary policy. 


Lending to the stock exeha 


age was officially asaailed 


during recent years in 1 
the United States (1928-191 


Jermany (1927) and in 
'9). Intervention against 


stock -exchange lending was 


undertaken supposedly in 


deieuee of industrial iulerea 1 


a. This resulted in lively 


diseusaion of the problems 


. involved, in the daily 


papers as well as in econor 




In a paper read before 


the NaHonalökonomische 


(li:ne!lis<:imjt in Vienna, on 


25th April, 1930, I dis- 


cuased the problem of stock. 


fxrh;ijifrn credit. . . . My 



paper cimtaiTiisil tin: ess™ l.hil theses of this book. A 
di-icuääion followed which save rise to significant 
cum hiatus by several em incut] y i.ompeteut economists. 
Many of the remarks of the participants in the dis- 
ciis-iiriri iijvp lii'i'ii embodied i> Iii!- hook. 

Fritz Maciilup. 

Vunna, May, 1931. 



CHAPTER III 

Chapter IV 
Chapter V 
Chapter VI 
Chapter VII 
Chapter VIII 
Chapter IX 



CONTENTS 
Comperition in the. Credit. Market 
Concepts Used and Problems Dis- 
cussed ■ 
The Bole of Capital in Security 

The Absorption of Capital in Stock 

[■■.vcii.nigo Speculation 
The Loss of Capital in Stock Ei- 

cnange Speculation - 
Demand foi> Nfunev by the Stock 

Market ----- 
Thf Itcniii.riri tor Loans by the Stock 

Market ----- 

The Liquid Funds of Bearish 
Capita! (Jains. Savings and a 



Chapter XII 
Chapter XI II 
Chapter XIV 



to Determine its Proper Limits - 
Working Capital and Short-Term 



The Money Market and the Trade 
Cycle ------ 



CiiAi'Ti-in XV Industrial Investment and the 

Qualitv 0 f Credit ... 349 

Chapter XVI The Stock Market, Easier Credit, 

Dearer Credit - 262 

Chapter XVII Conclusions ----- 288 

Appendix A The Movements in Ledger Balances 

out of Stock Emhange Opera- 
tions Mt 

Appendix B Tha Circulation of Brokerage 

Deposits ----- SOT 

AppEsnix C Statistical Narrative fur the United 

States 311 

Appehdis D A Few Statistical figures for 

England ----- 329 

Tablhb - - 331 

Index --------- 400 



CHAPTER I 



IMPETITION IN TEE CREDIT MARKET 



transacted thereon, and towards the 
frequent them. In so far aa this is the me 
of the resentment of the general publit 



highly 
[ ,-;r i ■ 



Sowdtpalitik, Tübingen 



ablo supply of any commodity will <;t> to those buyers 
who offer the highest price for it. Whether we lake 
the popular example of the horsy market, or the orange 




and to restrict the quantity demanded to the quantity 
supplied. 

This explanation of the exchange mechanism 

comparability of the intensity of want? of different 
persons; otherwise it was open to question whether 



in building the foundation of a structure is liable 
to reappear, often in another guise, a story higher, 

.ib icrl-ion that eco'ionn.- inipoiTanrt' ur uiyenov slu.ulil 
lie measured in terms of indites other than the 
monetary expression un the free market, makes its 
reappearance in connexion with the controversy ^on 



securing the maximum product. A systematic 
adherence Id lue basic assumptions of pure theory 
led to the conclusion that the "productivity objec- 
tive" was realized by pursuing tie "profit motive." 
It appeared to Hi ose «ho hud previously disposed of 
the difficulty of ranging economic ends in order 
oi importance, that it was impossible to construct- a — an.l profits 
productivity concept which was divorced from the " Jt™""™ 
concept of profit and which was at the same time 
unobjectionable from a methodological standpoint; 
and that pure economic theory must be satisfied with, 
the profit standard. 

specialized problems, and again find themselves doubt- 



a different sol of people were si:eees=ful in ubi.liriinj; 
what the market had to offer. 

Thia ia essentially v.hal lies at the heart of the 
problem of the distribution of the available supply of 
credit among the various Lioi-nnvcrs. When at certain 
timea a large part of the credit supply is "taken up" Tho stock 
by the stock exchange, beoauae it is the strongest S'lh™* 0 ai * y 
bidder on the credit market, critical observers remark Jj™,*"^, 
that "it is a shame that the stock exchange should croiit. 
have secured credits of which industry could have 
made much better use." 

The adherent of laiasez-faire economics may decline No problem 
from the beginning even to examine the question j^, f £* 
whether "indusuy : "n entitled to ■ creeits in prefer- -stalwart, 
ence to tire "stock exchange.' 1 TTe may avoid con- 
sidering |he monies, conclusions a:ul fal.-e deductions 
of the critic, by having recourse to the a 



it is absurd both theoretically and practically I» 
combat the results of free competition for credit. The 
adoption of this attitude precludes all discussion before 
it has begun. The reasoning behind would run some- 
what as follows : "If the credits were taken up by 
the stock exchange, the stock exchange was obviously 
able to outbid the other potential borrowers by paying 
a higher rate of interest, and it was undoubtedly 
enabled to do this by reason of its more profitable 
opportunities for employing the borrowed purchasing 
power. The employment of credit on the stock 
exchange being more profitable than elsewhere, it 
follows that the credit is being put to its most pro- 
ducing use, and any further argument is beside the 

There are several reasons why the present author's 
intention is not to dispose of tie problem in this 
simple manner, but to examine it in detail. First, 
it has to be recognized that the thesis that the pro- 
ductivity concept can be interpreted in terms of the 
profit principle is no longer universally accepted by 
pure theorists and still less by politicians. Secondly, 
the logic of the conclusions should be tested no matter 
whether or not the premises appear acccpi nhlr. 
i Finally, the main problem is linked up with a whole 
series of subsidiary problems whose detailed treatment 
is both important and interesting. 



of the distribution of the available supply of credit 

petition is unshaken. One of the most important data 
in the whole problem, the supply of credit itself, is 
in fact partly determined by political factors, and thus 
is not the result of the play of free forces. The 
modern organization of money and credit is such that 
it enables the banks to "create" credit (i.e., to grant 



and tlius makes the eivdil jupp-v pari-v ilcpmidcnl. on 
considerations of a politico -economic nature. But if 
the supply of credit is manipulated quantitatively, 
why should not lis iii.iUU/nUint iimung vjirimis classic of 
borrowers be manipulated also? 

We haye, then, to examine the economic, a:<.'n merits l' 
against a poiti cular distribution of credit, and'', 
especially a^ainf: ibo siTiLUtiusr r>f credit to the stock '1' 
exchange. The problem of the granting of credit to * 
the stock exchange in but one aspect oi the important 
jjroup of (jiH'slirms whirh are u-uaily dealt with under 
ilie iiM.iiiiiLj; "quantitative versus sp.udj uUive" control 
of credit. The examination of these problems will of 

the elements of credit theory. It is, moreover, of the 
nature of credit theory that it links up with the theory 
of capital formation on the one side, and the theory 
of money on the other. In dealing with these topics 
we shall be dealing with crucial problems of trade- 
cycle theory. 
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CHAPTER JI 



CONCEPTS USED AND PROBLEMS DISCUSSED 

4. Our main l.vk ic iliscus^iug I he question of stock 
cscliange credit, is to examine the assertion that "the 
stuck eschu-v,i/c tibstirhs i:ii/,iuil..'' This contention is 
the chief indict oirnl in the case against shirk exuliansr« 
credit. This is evident from the fact that. Cassel, 
llic LeadLn^' defender o: slock exchange credit, used 
the same words in the title of two of his articles on 
the subject. One of these is entitled "Does Ihe 
Security Marke! ;ihsorh Capital?" 1 and the other 
"Does the Stock Exchange absorb Capital?" 1 

Undoubtedly the discussion has suffered a good deal 
from the lack of uniformity in the use of terms. Not 
only did the various writers attach different meanings 
to certain technical terms, hut also one and (lie same 
author often used the same terra in vastly lilffctent 
senses in one and the same publication. The most 
obvious and unisl serious of these confusions is con- 
necter! with i he f ■on cop t of capital. But evon the term 
"stock exchange" does not always signify the same 
thing, and exactly what is meant by "absorption of 
capital" has sehiooi been unamhiguously defined. 

With reference to this last expression it i.i worth 
noting that it may be possible to have the use of 
something without depriving someone else of it. Stock 
exchange speculation has often been held to he just 
such, a case, to tot effect that while it necdj capital 
it does not withdraw it from other uses. However, 

i Tki: f.-rr-iiui!" Zäi -,■,«!>. S!l> liny, 1927. 

.! I^üili ' 1'1'lv Ri'|i::: l :.l I In 1 <' "V 1 ' c 1* "'AitnHiehotagKt, 

April, 1039. 



ll. is apparent that the charge of "using" credit must, 
if it in to lw an " indictment," refer to a real "abaorp- What 
tion," that is to say, the withholding of capital from ^f"" 
oilier uses. Now the alleged absorption may be either 
permanent or tempurarj . 

Diirn^iuilirin- I!,,: ^i.:niM;,l | n] I j 1 : ..■ and wlain journal- 

it permanent c::t]>iUib jiW>r;>- ■-'■n.e tbir.it o 



i must cmpliutir 



i make a distinct 
luiarkl, Leipzig 1901. 
.1 of Capital, Washing! 



between speculation by professional operators and 
speculation by the public. Wietier or not the 
majority of writers on speculation have had in mind 
only trading by professional speculators, our investi- 
gations will have to include amateur speculators, and 
in fact all people who have anything to do with 
security markets.' 

6. The use of the capital concept, or, more 
accurately, of the capital concepts, 8 has been the source 

second Babel." 4 "Our science cannot possibly concede 
f];r; rlglM to lis students for all time to i'm.II ten or twelve 
fundamentally different things by the same name." 
Thus wrote Böhm-Bawerk 1 in 1888. How much uni- 
formity of terminology is there now in the twentieth 




;ntury ago are just as true 



ideas as to what is the nature of capital as there 
are authors." It is almo-it unbelievable that, many 
decadea after the publication of Bühm-Bawerk's 
t'osil.ire T henry, ivu should imvc to recall these wolds 
not aa a historical [emit:i«cence but aa relevant to 
the present day. 3 

The inadequacy nr. term,, has ma Je it customary lo 
designate the produced means of production, and the 
funds Hindu available lot- the construction of such 
goods, and the fundü alrei.uv in. e. led in sueh goods, 
all by the same word "capital." The misunderstand- ",„■ »-„ r .n s 
iugs to which this was bound to give rise, and whieli .'Ci.'i'.L?. 
have indeed had extremely unfortunate results, can 
only be avoided if we determine to make the multi- 
plicity of concepts clear by giving- them different 

ihe concepls by the term "capital" pure and simple, 
and look for new terms for the others, or whether we 
merely decide to use the wnnl capital always with 
a. qualifying adjective, is essentially a matter of 
indifference so long a,B the majority of economists 
accept the new nomenclature. 

It is now customary to call the produced means of 
production ''capital goods" or "real cupUol." The ijsiiLm; S i.>. 
funda available for the construction or acquisition ni '."^'"'i "' 
real capital are very conveniently described by the 



it W[H|ld hiW< 





T ANTI CAPITAL TO 1 i SI ATI ON 


term ^ mt.'/.r-.y " ! i"l'< ■ 


Another concept which is 


somewhat broader than 


"money capital" is occasion- 


illy found useful, eapeci 


ally for a theory of a money- 






term "ca-piljil ilis;iu.<aj." 


haa been used in the sense of 


power of disposal uver 


3;oods which are used for the 


construct ion or afitjiiisii i 


on of real capital. This con- 


cept of capital disposal 


was adopted in a great deal 


of the German literatur 




lifihni-Biiwerli fejeHc 


the conceptual isolation of 


u power of disposal c 
itself and reverted to t 




for describing "capital 




the produced means of 


induction which do not yield 




1 some future time. The need 



to distinguish between the power to acquire goods for 
Capital use in tbt* capitalistic process (capital disposal nr 

dilti' "niähüii mnne y capital) and the capital goods themselves (real 
from real capital) homilies apparent as soon as ive introduce 
oipit.l. asB umptions of an exchange economy. For readers 

Faced '.vidi die phrase "(lie supply of capital" cannot 
always be sure whether it Tefers to the supply of 
capital soofls or to the supply of money capital. This 
is particularly awkward in discussions of the situation 
on the capital market, the function of which is to 
facilitate the vidian sre <it money capital against titles 



Mendel's capita? coricopt.^It is, ho^ever^ not very euphoniooa and 
OTsr'Sprtal disposal"). Nevertheless, a large number ol wittere, 

■«..i:J:. tin, foliwv.i.rü et Ailuli Wnl.tr, luve ;..i.|.H llvr, 
1 1 'i~ [ '1 i I 1-j [j _v A OL",.iik-'l storlv e: tile. i.v.:1.I..:iis ...r,r^i:l.,.L ..i^r 
capital disposal has been made by (Wri* IL.bi ::i Lis iir'-iel l-. 

■His 7:e.ev.'::l nni Osld-uml KiLpitjiliniirkl . " Jui,rl.,:r:,er f-n 

!■ c ■'. •mil II:. i kri Y,,l. 70, Jena 1926; 

u l _ . I ire!-, ii. ii. i:nei: ini.i lc. "Wartm und KapitaHJ»0ld- 
li 'I ■■ J, -I; i«r .\,:':m,/,i:i. ..1,V „,.<( .'; -J . Yhinl 

Series, Vol 76, Jona 1933. 
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I'OiCEPTS USLTl AND lMltjJSLlii] S DLiSCT SiFJI 

In real capital. Tke more common practice at the 
pressul limn is lu consider the .supplv of "capital" 
not as the supply uf " futur.- goods" but as lis supply 
of "present purchasing power" which is offered in 
escliiiiiji-e for them. Many people, however, insist on 

taking Itio opposite i-uursp, and 1 si durable confusion 

has been the consequence. The German writer Schulze- 
Gaevernitz, for example, in his widely read monograph 

that is to say, the supply of fixed capital in exchange 
for long-term creditor rights, is what is called the 
capital market." This makeB it appear as though 
liol.h pa.viies in i'ue. rapilal irmvkel offer "fanir? goods" 

ties — and the present goods (money or abstract pur- 
chasing power: full nghi inn. ol' the picture, in actual 
fact the "long-term creditor right--" concerned, are 
identical with the titles to real capital or its return, 
and these titles aTe offeTed in exchange for money 
capital. Thus what takes place on the capital markel I!n ui^uij.ii.i] 
is an exchange of rights in or over capital in the p „ Mn[ 
Bohm-Bawerkian sense i.e. rapHi.l i^md-.i a ..ihn', '■'■'"»■' 
capital in ilit: Jimiger-l.'as.-e] scri.se (i.e., money capita; «v.--:.ai:j;r-ii 
or capital disposal). It is of course immaterial which {jj'^'^jj, 
of the two parties is regarded as consul tiring the 
demand side ami wh ich til-.- supply side ; the one offers 
money eapilal in Esi-iia ngc I or- .vigil is nvc: real capital, 
and the other offers rights over real capital in ex- 
change for- money capital. ' 

T)ie didacdra) mine of the roiirepi. of r.-apij.-il 
posal is apparent in. the theory of saving and capital 
formation. For a long lime liiere was mach diversity Satineand 
of opinion as to what was the real nature of saving. 

G. von kSi-bul/c l.!!a-vi-i-:iit'. Kreditbank," io 

'AW H Til I I 11 



STOCHMARKET, CREDIT AND CAPITAL FORMATION 

It was denied that saving was the necessary condition 
of capital formation, because real capital waa not 
saved but produced. It was denied that consumption 
yijoils were saved, since, nc.-n miil.atud stocks of con- 
sumption goods were not capital. Finally, it cams 
to be recognized that it is the services of the factors 
iif production i.luH arc saved, but this conception is 
one that is rather far removed from the concretely 
observable phenomena of economic life. An offer of 
capital is not in itself an offer of productive factors. 
If we moke use of the term "capital disposal" how- 
ever, we can express the idea as follows : the saver 
provides the entrepreneur with capital disposal thereby 
giving him command over the services of productive 
resources oi which the saver lias .forgone the present 

Itiihm-Bawerk may have heen searching for a 
similar term, as, for example, when he says that the 
community invests "whaL is saved," and that, when 
"it" is transferred in the form of producers' credit, 
it increases the purchasing power available to pro- 
ducers for productive purposes and finally leads to a 
changed "disposition" over the factors of production.* 
Why, it may be asked, should not this ' 'son i ctli i ri i;- . 7 ' 
which leads to a change in the disposal of the factors 
The proceeds of production, simply be called "savings" or "saved 
mM,-y funds," thus avoiding the need for the clumsy expres- 

aapitsL aion "capital disposal" or even for the term "money 
capital"? 

T. The concepts of capital disposal and money capital 
Moq. v include more than savings. They include in addition 
Mpiul is ^ tnfi (, urren t replacement funds (amortisation capital) 
E^plw»- of the economic system which aTe available for Teiu- 
meni illm- Te3 tment. Savings previously invested in durable 

• Op. at., p. 149 (pp. 115 and 116 of English edition). 
12 



CONCEPTS USED AHB PROBLEMS TJISCCSSET) 



capiinl i; Di.hda become tree again by way of deprecia- 
tion allowances, and these, as a part of the gross 

receipts, i Mir Uli tul« money capital or 'Tree capital 
disposal." They do not, however, represent an; 
increase in the total capital resources of the com- 
munity. The current inflow to replacement funds 
represent* free capital disposal available for the 
ton sir net ion or reconstruction of real capital exactly 
as do the proceeds of current new savings. 

As far as producer?' poods industries are concerned, 
the a ales- proceeds of the sellers of these producers' 
goods are identical with the investment in thein h; 
the purchasers of these goods. The amortization allow- 
ances, which are a part of (he sales-proceeda and 
which now become available to tie seller for reinvest- 
ment, are thus part of the investment of the buyer. 
What this means, however, is simply that the release 

balamed by a tying U P oi money capital in the nest 
stage. From the point of view of the economic system 
as a whole the money capital of the replacement fund 
is ultimately collected from tile consumers by the 
sale of the final product to them. The price of the 
final consumable product, provided that the expecta- 
tions of all the producers concerned are realized, 
contains the various contributions to the replacement, 
funds of all the earlier stages of production. Thus, 
it is the consumer, who, in paying the price of the 
consumption goods, is making- the replacement capital 
available to the producers, should the latter care to 
reinvest. Nonetheless, in a money economy where 
the various stages of production are not integrated 



sells to another, the replacement funds realised at 
each stage have to be regarded as liquid money capital. 
The case is similar for so-called working capital cr 



circutalin-y capital. From the point of view of the 

i- cannot all be regarded aa free capital disposal; the 
1 working: capllal (if jiu: producers ill the i nl crmi'diale 
stages is only "turned over," and is made free to 
the individual firm to the extent that the producers 
in the next succeeding stage of production tie up 
l.lieir wcrkiiL<r capiial. Tt. is only when the whole 
production process has been profitably completed, and 
the finished product has been sold to the consumer 
that the capiial disposal embodied in ci rritlutinj; 
cap Hal becomes hi:v. and available For reinvest inert. 
It "is possible, though not customary, to call this a 
case of amoi'iizuliori ■ ani"i: izut ion take? place at the 
successful conclusion of the technical process of pro- 
duction to the extent of 100% for capital goods which 
are used up in the single process, and of smaller 
percentages for durable capital goods. In neither case 
is it possible to talk of an automatic, "reproduction 
of capital." It is truer to say that it depends entirely 
on the entrepreneurs as capitalists whether the funds 
which are made free by the successful conduct of their 
business, shall be "put bach" and reinvested. 

Capital disposal or money capiial is however a term 
which includes net only saved or resaved purchasing 
power, i.e., new saving and maintained saving, but 
also new purchasing power created by way of hank 
credit. This, too, gives command over the services 
of productive factors for the production of capital 
goods, and is thus capital disposal. There remains one 
other source of purchasing power which belongs to the 
same category, viz., liquid cash balances which 
suddenly come to be considered by (heir holders as 
excessive liquid reserves, and are conseo uently drawn 
on [or the purchase of production goods :;nd productive 
services. A concept of money capiial whii-h includes 

u 
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purciinsiTi- 

nd (5) dis- 
The dietri- 



fluetuations, and hidden reserves may be built up in 
the valuation of stocke of raw materials still oil hand. 
This blurs the line between new savings and liquidated 
working capital. The part of gross receipts which is 
rsenivtLt!.! as belonging to the replacement fund is still 
less capable of precise determination. It iB only too 
11 well known that the amount of depreciation of fixed 
capital through wear and tear and obsolescence is 
purely a matter of conjectnre. If tie depreciation 
allowances are conservative the replacement fund will 

smaller; and if less liberal allowances are made for 
depreciation the figure for saving out of profits will be 
swollen al; (lie expense of (lie replacement fund. The 
role played by the valuation of assets in the process 
of calculating the net income of firms and individuals, 
and einrespondinjrly in the calculation of the amount 
which is regarded as having been saved, is sufficiently 
familiar." These few remarks show that there can 
be no clear line of division between Hie supply of 
money capital derived respectively from [Ik- proserin 
of savings, replacement funds, and liquidated working 

a the. excellent i 
jleicbgewichtsbsgr 
Analyse," in heltttigc 



capital. In a later chapter it will also be shown 
that the division between limit: three soaice.i c:' money 
capital 011 tho mit Land and credit expansion oil the 
other cannot be made with the necessary clarity. "We 

supply of inflationary purchasing power; we shall 
als'i lind that, disbursements out of replacement i'u:u;ä 
and liquid winking capital are often difficult to dis- 
I iii-iiin.il J'rcjji increased disbursements out of surplus 
rii mi balances. And iiicie art. 1 oilier i:n sei n be.rc realm 

£o<n!s. 1'lie concept 'it i'iipilii' tlis]>'i^nl, which may 

capital, lias, himever, been defined liy many authors 
in asm Iii er nay which largely robs il til ih ose (illness. 
Thus CusmiI. Adolf Weher and some of their pupils 
do not restrict the term "capital disposal" to the 
agjrie^ai.e i:l llie lands available for tlie formation 
or creation of veal capital, but include as well the 
funds already invested in the existing stock of real 
capital. It would have been more useful if the term 
"capital disposal" had been applied exelusively 
to the free. iIisposiil.de funds ready to be trans- 
formed into future goods (real capital), and had 
heen contrasted with the funds already invested, 
especially since the latter are represented by 
already e.il.il.insT real capital. There is no possibility 
of any further "disposal" over this "capital which 
is invested and not available for other productive 
purposes"'; yet the authors of the term "capital dis- 
posal" did intend it to include these already invested 
lS71, C p r, lM. a ° B8r ' Grl "' d """ : d " Valitl ™"*rMftddBt, Vienna 



funds. They may point to the fact that from the 
standpoint of the individual firm, every item of real 
capilal tan lie reroiivmml into "free capital disposal, " 
an J thai fur IIji: iloicrminai ion of inierest rates the 
invested as well as the free capital disposal is of 



The theory of in lores!., however, is just where the 
ilislinctio:> bel.n-p.en free und invested capital disposal 

posal, or, that is, money capital, which constitutes 
the supply side of the credit market. What is called, 
' for short, "capital supply" on the credit market iß 
ill e supply of freely disposable money which comes 
from the sources mentioned above : the proceeds of 
savings, replacement funds, liquidated working 
capital, surplus cash rc-eives and credit creation by 
the banks. Among the lier.enn Inini- factors on the 
demand *idc of the credit market is the quantity of 
capilal disposal already I iiv,>-ted nr, more accurately, 
the existing stock of real capital," 1 because it is this 
which affects the expected returns of fresh investment 
opportunities, i.e., the marginal productivity of 
capital.' 

The two capital eoiieepts, real eaniial and money 
capital, 2 are adequate for all essential purposes of 
economic analysis. It is fairly otmous that loth 
capilal concepts, that is, the provision of monei capital 
and its investment in real capital, are relevant to 

10 Friedrich A. Hayek, ««J>n/ Tluery tint! Dip Twit Cycle, 
r,.in.]- n ]^:'2 ■. 2'':. 

1 There is no Brest difference between Böhm-Bawark's concept 
.11" liiA "contour lines of ilio iTiorenienral returns" i>f increased 
round -at i outness of the proccsB of production (op. ci'.. p. 1&Ö. 

English «dition, j. 405) and th.i ci.si. nvxiirn of ■ -i-i^tle :=i j1 

"Iii. h:n. v oi capital." 

= In Uia German edition of thin book (1931) I used ths term 
"capital disposal" 1:1 jir^i>rr:i.i:H' h; money capital. 1 now think 
that the latter is preferable :.s a. ü;vt- i'^" t" I'u^P.r misunder- 
standings. 
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Ihn process of (-apitnl formation. Whenever we use ihttaii 
tie word "capital" without a qualifying adjective in „3^Ull» 
our discussion, it will not be difficult to 

of the two concepts is meant. Tie adopted termin- ■ d ' ael '™' 
ology will have to stand the test of its usefulness in 
tiie subsequent analysis. If the results are satis- 
factory, it may perhaps help towards establishing a 
greater dcpiee oi uuiiormih" in the vocabulary of 

that the question whether the stock exchange absorbs 

real capital versus money capital, insecurity epe'oula- <i """"""™' 
tion by professionals versus the general public. 

It is important, however, not to lose sight of the 
practical purpose of the whole inquiry. The main 
point at issue is whether security speculation, and 
its demand for credit deprives other borrowers, 
especially industrial borrowers, of something. This 
".•mmelhiTi!!," which i.j alleged to be wasted, is usually 
said to be "capital." Our investigations will not be 
complete with the answering of the question as it 
has been formulated so far. The questions which 
relate in the first, instance to the possibility- that 
capital may be withheld from industry may be put 
more broadly so as to ask whether industry does not 
(or does not also) suffer in other ways as the result 
of operations on, and borrowing by, the stock 
exchange. Wo shall therefore have to extend our 
inquiry to deal with the often alleged "tying np of 
purchasing power," and "absorption of means of pay- 
ment" by the stock exchange, and with its use of 
bank credit and influence upon the lending capacity 
of the banking system. 



STOCKMARKET, CREDIT AND CAPITAL FORMATION 

This, however, does not exhaust the numerous 
objections wbicli bavc been raised ajaiust *pei:iibi I ion 
in securities and. lending to the stock exchange. We 
shall have to examine the furtber eorr.cnl iuus I bat 
pioc.k exc.bimpe speculation causes mal investment and 
overinvestment, and that it is responsible for credit 
inflation on the one hand and dearer money on the 
other. 

With all these sins to account for, our programme 
is not a small one. The purpose is neither to acquit 
the stoi'li Bxcliansft of Ilm chnrgi's brouglit against it 
nor to condemn it; nor is it our task to make recom- 
mendations of a political nature. We shall take the 
list of accusations simply as an approach to general 
problems associated ivitb the relationships between the 
stock exebange, credit and capital formation. If the 
results of our theoretical analysis prove useful as a 
guide to bank policy or trade- cycle policy, so much 
the better. 
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THE ROLE OF CAPITAL IN MKCHIMTT 



ii temporary absorption of capita] is so obviously 
absurd as to require no further discussion. Real 
capital or produced means of production, such aa 
bricks, iron girders, machines, pulleys, cranes, &c., 
are neither absorbed nor tied up by security specula- 

However, even if no BE 
hypothesis that security speculation absorbs real Z 
capital, it is [ievertliclcs.s tii'fi' .=..-: j r y In ar.alyse llmse l,,'',"^',' 
aspects »I the jonnMiwi ami ■utilization, of real i-ujii tal formation of 
which link up with the security market. [b tl'b*]"'*' 

»niljMd. 

11. The stock exchange is the place where securities 
- [icu.Hia.bLc in vi; j i merit claims ;ijj;:iinsl assets and their 
periodical return— are bought and sold. So far as 
old securities (whether bonds, i.e., fixed interest-he, u 1 - 
ino- securities, or shares, i.e., membership rights in a 
corpora turn carrying the claim to a share in the 
profits) are concerned, it is immaterial from the point 
of view of real capital formation or its utilization 
how many times and at what prices 1 liest: casting 
titles to a share in the yield of real capital change 
hands. 

The essential function of the security method of Th« security 
raising capital is to facilitate changes in ownership fucilit.tes 
of the titles to real capital. The transfer of other JJ"j ^™ a( 
types of equities and of open lines of credits, meets no ., u. r.:»i 
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with obstacles which hinder any very frequent opera- 
tions of this kind. But if the financial participation, 
ur the loan, is acknowledged in some form of trans- 
ferable certificate, then the exit of an old member of 
the company and the entry of a new one, or the repay- 
ment of one creditor and simultaneous borrowing from 
another, is very simply arranged through the purchase 
and sale of the securities. 

We are here bringing i.he two forms of security, 
stocks and bonds, under one formula which abstracts 
from the legal distinctions and concentrates on the 
rasen tistl economic characteristics common to both. As 
to their periodic share in the return of the enterprise 
we may call both capital shares; while if we wish to 
empiiusi/u the nunsfor of purchasing power we may 
regard both us eredir transactions. There has been 
a i.-reat deal of discussion u= to whether, for purposes 
of economic theory, a shareholder is to be regarded 
as an entrepreneur or a creditor. 1 Both viewpoints 
are valid and it depends on the purpose of the investi- 
gation whether the entrepreneur function or the 
creditor fune;i,>n should be pi.lued in ihc foreground . 
For our purposes it will usually he necessary to chose 
the latter. For example, a joint stock company has 
' the choice of meeting increased capital rcquireiucu t.s 
either by issuing shares or hy issuing honds. If the 
company in the given market situation takes the first 
course, we shall he wise, in treating problems of credit 
theory, to stress the borrowing aspect of the operation, 
rather than to consider the purchasers of the new 

' P. H. Knight considers the shareholder aB (hö üu'.r^pi-iiHijr 
because he bears i i;s vi.-'-; :i" I In- rriOTpn-s. h- Ui*k. ',/./■■ • /■eii^/ 
■jv! P,„St. pp. 2d: tT. It. A. Orden er: (No ol.lliT iiand :-, -jmrc 
: r-. i -1 ■ r . i - 1 ^ - .-i.l i i- il-r m-rl^vn ^- [I :Lr; i L ■, . ., i i.t (... m-i-lii |. 1' : . -. I ri -nii^rr,!. 

i] u: e:]irqj.e;]eur*liip. Sec "Entej-- 

-.>, rvcitj und Essays Contributed' in Bun,,': ■>■ II". 
r«a„:,j. New York 1937, p. 312. 



ä hares as new entrepreneurs. Likewise, when we are 
analysing the case of an investor, who considers 
whether he should invest his liquid funds in bonds or 



lie lr,- ; ri-i'orii::il io i.nc i.nrpo ration, he can 
h;;i:k by selling Iiis security. As a rule, 
drawal of the "loau" has no effect on the c 



■ speculation creates what 
for the easy equalization 



a fall in 
to sell or 



ran prevent price ilimi.-.iations which are unrelated to 
judgments as to the yield ami safety of ihe security. 
Moreover, Ok.' professional speculator's carrying I'ruic^iKjiml 
capacity is of importance in providing a fluid market ä?ovmoa™ 
not merely for the realisation of old securities but '"" rkl:L 
also for the issue of new onea. These security issues lactu-itics. 
are held by professional speculators until they are 
purchased by more permanent holders; only gradually 
will the stray securities be taken out of the reservoir 
provided by the speculators and absorbed in the 
channels provided by the savings of the public. 

13. While, as has been indicated above, the mere 
change of ownership of existing securities, whether 
between genuine investors or heiwemi speculators, has 
little or nothing to do with the formation or utiliza- 
tion of real capital, Ihe issue of new securilies may New security 
mean the allocation of new money capital to industry, ™™ ln *> 
We say ''may" ber.ansr liiere are cases of issues nllscjtisn nt 
made by investment trusts which use the proceeds °|St^™° T 
to purchase already existing shares, so that the trans- industry, 
action represents a mere change of ownership. DrTUiim 
it may happen that the issue is nothing more than J[™ e li °^j°*"' 

ous loan or credit, in which ease it is again not Jrf^d^g'*' 
relevant to the formation of real capital. An industrial nitrations 
enterprise may have financed an extension of its plant 
provisionally by means of overdrafts anil open hoot, 
accounts. When it hier funds its debts by im'reas: ici 
its capital stock (issue of securities), this second 
tian-ae'ion 1ms no impact on ihe sphere it reel capital. 
All that luki's place is a change in the person of the 
creditor : the first lender has his money capital 
returned to him am: ihe subscriber to (be new issue 
puts in his. The fact thai. Ibe money capital which 
is released flows back to the "money market," and that 
the newly invested money, on the other hand, comes 



from tie "capital market," is a technicality which 
does not concern us in the present cu litest. 

14. Let us now follow the chain of economic events 
which lead to the formation and installation of real 
capital. 

Capital formation arises out of the application to 
productive purposes uf that part of income which 
is saved. The refraining of an individual from con- 
suming part of his income does not of itself lead 
to capital formation. If there is to be capital forma- 
tion, the postponement of consumption ("waiting,'' 
or foregoing of present goods) needs to be supple- 
mented by the creation of means of production 

a money economy, when an individual refrains' from 
o.-ing i n> r I of his tiio.ce) income as present purchijing 
power and save* it by putting it. aside in a stocking 

account at his bank, capital formation fails to take 
place, and saving by the individual does not give 
rise to saving from the point of view of society as 
a whole. The withdrawal of rneaus of payment from 
the morkel, us I lie result of boa ri.l ing, tend 5 to augment 
the purchasing power of the whole of the rest of 
money income. If the money prices of productive 
factors were ■suiiicicutty (le\ : hle, the income given u ■ 
by the saver would accrue to other people in the form 
of a corresponding increase in their real income. 
There would thus be no restriction of the total con- 
sumption of present goods and no extension of the 
production of future goods, unless it were to the extent 
that the deflation raised (through lower prices) the 
purchasing power of investors as well as that of con- 
sumers. The reduction of consumption by the saver 
lean's, when it is not accompanied by corresponding 
investment, and when factor prices are rigid, to a 



if the income which is not ™n=nme<l is used for pro- 
duction. It does not matter whether the eater is 
himself the entrepreneur or whether he places hie 
purchasing power or money capital at the di-)pi::ial n : 
another cut reprcneui'. The process of transferring 
savings to the prodoi-ers liisiy Iii' performed through, the 
lxi.rruv.-iug und lending facilities of the savings banks, ' 
Iml mainly through l.he capital market which centres . 
around the eecurities market. Which one of these ' 
uru-iin izijl io::.H for irniiiiVrriT]!; savings will be used 
will i : l [ i c r : < L in cadi ca^c on j uritriiioiits as to risk and 
1 iqu ii:i :._v fine possibility uf withdrawal or ii'iil i ;:;;t.i"ii 
by selling) and prospects as to yields. If the savings 
are put into savings bank deposits, flic yield will 
be equivalent to the interest payment. If they are 
used to purrbase liver! interes'.-beartug securities 
(moMjjugt' loans, bonds, ilclien i-.ircj; (lie yield will take 
the form of interest and capital appreciation. If they 
are used to purchase shares, the yield «411 consist 
of dividends and capital appreciation. The relative 
attractiveness of savings deposits, the bond market 
and the stock market, change- with ihn il InVren i. pliasci 
of the trade cycle. From time to time various 
economic reasons, usually depending on the experi- 
ences in the immediately preceding period, are also 
advanced for preferring, from the point of view of 
"society," one way of using savings to another. 

15. By "way of continuing oar analysis we may 
suppose that the money finds its way to an industrial 
firm through the purchase of newly issued ihares of this 



Mi.ney firm by tiie saver. We may take the ease of a firm 
u'u^dfo? which, plana to extend its power plant by building a new 
thr formation water dam. The money capital of the saver will then 
efliiiial— be used by (he imesi.oi Tor l.he creation, of real capital 
in the form of a dam. 

We purposely chose the example of a dam because 
that is a clear case of a formation of new real capital. 
The case is different if the fl 
— t for the have previously been held i: 
aJpmriy turer in the expectation (justified by past experience) 
cTh»]" 1 °^ a forthcoming demouJ fur them. In that instance, 
go..ds;— the real capital already exists, and the money capital 
transferred to tho firm in question is merely used to 
buy already produced real capital. But what was 
the source of the funds which made the production 
of this capital jroon 1 possible? Tili; slock of machines 
ready for sale is a pari of Iii« cirr-ulating capital of 
the machine factory. No matter whether the machine 
factory obtained its circulating capital from the money 
market or whether it took it from its own resources, 
money capital from somewhere must have been used 
in the production of the machine. This part of 
the muchine far-tory's circulating capital is now turned 
over, i.e., i.he fuciorv pels back the monev capital 
embodied in the inventory by selling the "machine. 
- in this i Winn mi,kcs ii possible in our example for the machine 
c irrupting " factory to recover this circulating capital in liquid 

Spbyth* d formii Tt is made P oaaible b 7 tle fact that the P ur - 
po.duc-r! i.f closer oi" the shaves puts money capital at the disposal 
go,',d? pitBl of the firm W«»B machine. 

In this example we illustrated the taking over of 
abeady produced real capital from the stocks of 
finished goods of the machine factory. The same liiuil 
of thing takes place in part when the machines are 
produced to order. This is true for the following 
reason : whether the machine factory already has the 



shares but with 



from the issue of shares) merely took the place of 
what was paid back to the first lender whose funds 
then became free again for new lending, 

Iu tie second case the ne* money capital was used 



This implied the 
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iniily invested in tie latter wns i rk-aaed for use 
elsewhere. A fourth case waa a combination of the 
second and third cases. 

Mention may also be made of a further case where 
the new money cupiUil is i rifcndeit For the prod in; I ion 
of new real capital, but instead of being in-vested 
immediately after it is subscribed, it is in-vested only 
yrodnally as the work of construction proceeds. The 
money capital which is not required until later may 
be supposed to be lout to tlie money market on ahort 
term 5 until the date when it is required. 

The foregoing examples showed that where new 
mono',- capital was absorbed (i.e., tied up without 
release for use elsewhere) there was formation of new 
real capital ; where there was no real capital formation, 
there was no absorption of money capital. The mere 
exchange of money capital did not invoice absorption, 
since, the moment the new funds were invested, the 
previously invested funds were released. Neverthe- 
less there may he some doubt whether there is not 
a delay before the released funds are utilized again. 
But a delay in making use of money capital will be 
penalized by loss of interest, and every private indivi- 
dual, more especially every business firm, tries to 
avoid this whenever possible. In any case the problem 
of delays occurring in the utilization of purchasing 
power when it is transferred is a subject which will 
be dealt with in detail in subsequent chapters. 

So far, we have been concerned with the ease of the 
absorption of money capital in the purchase of newly 
issued shares. "We have still to consider the possi- 
bility of the absorption or tying up of money capital 
by transactions in old securities. 

id with wb&t ia usually assumed to bu 
it will he dealt with in Chaptsr XIII 
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17. It was Cassel who once made the statement 5 
that "a reproducible i.l e: r;il>l good can eseieiae a 
demand for capital dispoja! once only, and the extent 
of this demand is equivalent to the costs of production 
of the good." Capital goods, then, require moicj I» t™=- 
capital once, i.e., when they are produced. When JJ^rlfl^ 
they are exchanged, or when the shares representing «P money 
titles to them are exchanged, they require no 
additional money capital. 



realizes thai the larger arumuil of money capita] which 
is invested by the purchaser of the shaves becomes 
free dmtilianeousK- in the hands of the seller of the 
shares. Let us suppose that capllaü« A oi i <_n ua II v 
purchased nharp? al. the o: ice of slflO and that the 
issuing linn produced real capital for this $100. Now 
at a time when security prices are booming, capitalist 
B offers A a price of SI 20 for (he same shares and 
uses his savings to buy them. What is the amount of 
money capital which is now tied up; is it $100 or 
$120 or $220?' The simple consideration that the 
$120 paid by B is at the free disposal of A at the 
conclusion of the transaction should indicate that, 
in spite of the speculative purchase at the price of 
$1211. the amount, of money capital tied up is still 
only the original $100. 



Sl, C p Sa iB7, 



j 11 /,.:...-^'!.^ '"'.: ,V j i second edition. 



would bo 1140 or 1240 since he count! the seller's profits of 320 
i.wici:. Tlsia mill lie dc;[IL ■■■T.l, h; Uuieo:: IX. 
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this issue so that there is all the more reason why 
ive should csaminc it here, first, however, let us 
elaborate upon the example used above to illustrate 
another imporliinr charge ivliidi is rirouirlit against 
security speculation. 

18. Granted that the seller (A) of the shares has 
the $120 at his disposal as the result of the sale, 
. will he not treat the profit of $20 as income, and 
consume it? Does not the rise in security prices lead 
to the consumption of the amount of capita! apprecia- 
tion of the shares and thus cause an "ahäorpl ion." 
namely, Ihr. ronsmnpl ii.m of a large part of the new 
savings? If A who sells tne shares reinvests $100 
((hat is, the amount of savings invested by him in 
the first place) but consumes his gain of $20, then 
§20 out of the $120 newly saved bv B is withheld 
from real investment and used for consumption 
purposes. 

The possibility that capital may he diverted into 
roTt.iUir)|>li(m channels through the consumption of 
looked upon as being peculiar to 



etween the money capital obtained 
the machines and the money capital 
their actual production. If an industrial firm 
"t has borrowed to purchase machines 
:ir 8120 from a manufacturer who produced them 
t a cost of $100, then the consumption of his profits 



from the sale oi 



by the machine manufacturer uses up $20 of new 
savings. 

All consumption of profits— apart from those inltiinidt 
con .111 m ftrs' giiofls industries — may lie said to be at spcculiHoi 
the expense of capital formation no matter in what jjj^"™ ' ibl 
stage of production tho profits arise. It may 1" i 
that there is a particularly strong tendency among I, 1 ':";,','"" 
security speculators to consume their profits, although 
k is dillieuls to lind conclusive evidence that this in so. 

19. The question may now be asked: la it not 
possible that the sellers uf shares may consume the 
«'hole of the sales proceeds P Certainly they may, 
and indeed it very frequently happens that shares are 
sold by their holders for the express purpose of using 
the proceeds for consumption purposes. It must not 
be forgotten that not only permanent, but also 
temporary shorttenn savings, are invested in shares. Temporarj 
Indeed, as has been pointed out in an earlier para- u^dfor"" 
graph, it is the main advance of the security system j^jj"""^ 
of financing real capital that it allows temporary lurmatior,- 
savings put by for future, re qu irements (that is, 
temporarily postponed consumption) to be used for 
the formation o.C rUed :.:apiial. TL:- jiroccdure neces- —andiatei 
sarily implies that "temporary savers" will withdraw withdraws 
their savings in order to use them for consumption. O onsumpti< 

Admittedly auch withdrawals of capital on a large 
sciilc may have adverse ettrcrs on prof] net ion, possihlv 
preventing the maintenance of production at the 
current level, but this in less likely to happen under 
the system of financing through securities than under 
any other system. Even if it should happen at any- 
time that savi-ias of a temporary character are with- 
drawn (for previously postponed consumption) in 
excess of new temporary savings invested by other 
individuals, it will seldom be [br ease that the sum of 



the new temporary savings plus the sura of the new 
Such, with- permanent sayings will be exceeded. It may be neces- 
fraaicedby sa7 T "fc 111111 long-term mi vi rip, i.o cover wil lidrawal- 
ui« ..™»«- o£ ot)lcr Bakings, but the fact that in this case the new 
money capital does not lead to the production o£ new 
real L-apil.nl means only thai, the real cnjiital was pro- 
duced in advance, i.e., before the long-term savings 
were offered on the market. 

If, however, the withdrawals by "temporary Savers" 
should not be covered by new short-term and long- 
term fiüviriü'j tngother there remains the buying power 
of professional speculators to fall back on. If even 
this is not sufficient (in practice a large part of 
temporary savings are used to finance security specula- 
tion}, then, as »-ad nieuliorieil In section 1'.', the dt-fici' 
still does not take effect on the side of real capital : the 
losses of the shareholders who sell out simply mean 
that the lai.lcr have so much, less to consume. The 
money capital which was originally invested in real 
— tu ori B iniii capital will remain fixed in this real capital until it 
Bii'S is filly amortized.* 

20. Security holdings are sometimes realized, not 
because the owner wishes to use the proceeds for con- 

practice for firms to invest liquid fluids for a tem- 
porary period in securities (either of other under- 
i.akhijis o: et üiei r nv. n) and iater to « !l hd raw them, by 
the sale of these see uri ties, when it becomes- more profit- 
able to use the money capital in their own businesses. 

■ If the securities are taken over fay new savers, the 

ow'aocuritffn newly saved money capital may thus flow into 
u'i'j for '" industry despite the fact that no new shares are issued 
reel . ipiiil. * Söa Kulm, op. cä. , pp. 14 ff. 

M 



CAPITAL IB SECURITY TRANSACTIONS 

and that the new savings ;*ii: u~ed first to buy old 
securities. 

The flow of money capital to the securities market, 
can thus lead to the formation o£ new real capital, 
even if there are no new security issues, ao long- as 
the seller of the old securities inns the proceeds for 
real investment. If the transaction causes a rise in 
the price of the security, tkci) the seller has so much 
move nviiii-y eiipiial available for : 'predictive" invest 

21, Support is lent io the argument that security 
speculation ties up capital by the | consideration that 
the speculator-, particularly the professional specu- 
lators (jobbers and dealers) need money capital with 
which to carry out their operations. In examining the 
röle of money capital which is "tied up by specula- Money 
tion," we may refer hack to the observations " P d^Ii by J 
concerning the function of professional security speculators— 
speculation made in an earlier section. According to 
these observations, it is the I unction ot the profession a : 
speculator always to be ready to lake up securities 
when no investor is immediately at hand. So far as 
newly Issued shares arc concerned, ii is clear that the — forcairyhjg 
money capital of the speculators is invested in the t« m por>rily— 
newly built capital goods of tin. issuing corporation. 
So long as the speculative market has to "hold the 
baby," as the jargon of the market expresses it, when 
a new issue is not immediately taken up by the public, 
the money capital that is "tied up in speculation" is 
no doubt tied up in production. 

What productive service is uerfonueö by the money 
capital which is used f.ir speculation in o!ri securil ies ? — andfor 
The service performed is filling the gap which is ^jS^ 
created when money capital is being withdrawn by one 
saver and mi other saver is ready at the momcut to 
take his place. The speculator jumps into the breach 
,15 



und takes over the title to capital goods' for a tem- 
porary period with his own money capital. 

The funds used by the speculators talte tin- place 
of the money capital of the previous hohler; of the 
shares and they are invested in capital goods md 
therefore in production, 1 

When someone stands ready to provide a service in 
case of need, he is attached to the place without always 
having real work to do. He is merely ' 'sioudio jj by-" 
This does not mean, of course, that this is the only 
function of speculative funds and that they do not 
also have a pari- to play in ihe productive process. 

If the service of "standing by" is recognized as 

large funds ' on hand without" using them since "it 
usually does not pay to do so. The funds owned by the 
speculators are almost always invested. They barrow 
from the outside in (lie e.\l.uii( that 11 1 u y require lunds 
for paying the sellers for the additional securities 
which they buy. 2 

22. Against all this it has been contended that 



■ It may be repeated tbat tJia already e 



icle by n, G 6lS Ha 



Ihe buyer ■mi] [lie "lorn" suffered by the seller. 

1 "This operation "i ■:;irz ylr-j; ■-■ I.Iii* .:i.fciTjl |i,irl ..I Ilm 
speculator's work .... but tbe public advantage to v.iii..|- ibis 

f$ an increased marketability of stocks and shares." Lavingtfn. 



Assuming that a speculator hns obtained moriey 
capital either direct from the saver or from a bank, 
there are the following alternative ways of using it : — 

(1) The speculator buy.- newly issoed shared. The 
issuing corporation uses the proceeds to repay a bank 
loan. Tin; money enpilal is thus once again at the free 
disposal of the original lender. 

(2) The speculator buys newly issued shares. The 
issuing corpora lion uses the proceeds at a later date 
or gradually over a period for extending its plant; 
in tho meantime it rclends Hie priH.cfds at short term 
an the money market. Tim nimiei capital isatthefrec 
disposal of the fliiorl-terin borrower. 

[3] The speculator ijnv.s newly issued shares. The 
issuing corporation uses the proceeds to buy already 
produced instruments of production, or to produce, or 
purchase capital goods whose manufacture involves for 
the most part the utilization of already existing 
capital. In this case the money capital serves 10 take 
over or employ already produced real capital, Tho 
money capital is thus at the free disposal ot the pro- 
duoer ot Hie capital goods, 

(4) The speculator boys newly issued shares. The 
issuing corporation, uses the proceeds to produce 
enpilal guilds, which are jilodllced in the main with- 
out the employment, ot already existing real capital, 
[n this cas!', the money capital serve.- to construct new- 
real capital. 3 

(5) The speculator buys newly issued shares. The 
issuing cioporation uses T.l.e proceeds for the purchase 
oi other securities. This may be the case of u producer 
who buys the shares as a temporary investment, or the 
case of au investment irast whose regular busiuess 

3 In ad.n.ll l.-.i-n- II':. I i iLVrso^i!:!! .i:'i-:^h :i;ul'_v in '■.,{ he.-.; 01 
type (5) and partly in outlays of type (4). 
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consists in investing in securities. Ii i.hc securities 
:i:-iv.ii:i!il by the concern arc newly issued shares, cases 
i'l-f)': become relevaiii ai.'.i! if fhev are old shares, cases 
(6-10). 

(G) The speculator buys old shares. The seller uses 
the proceeds to repay a loan. The money capital is 
thus at the free disposal of the original lender. 

(7) The speculator buys old shares. The seller uses 
the proceeds to make a loan. The money capital is 
put at the free disposal of the borrower. 

(8) The speculator buys old shares. The seller uses 
the proceeds in production as in case (3). The money 
capiiul sen cs to tri!;-? mi-i or employ already produced 
capital goods. It in thus placed at the free disposal 
of tlit pro (In rev of the capital goods. 

(9) The speculator buys old shares. The seller uses 
dm proceeds in produciion as in case ("1). The money 
capital serve!, to produce neiv real capital. 

(10) The speculator buys old shares. The seller uses 
the proceeds for consum ption purpose?. Here the 
money capilal airvw simply to replace temporary 
savings withdrawn for consumption. 

In cases (3) and (S), in (4) and (9), and in (10), 
the money capital is used for the purchase of goods 

used for the purchase of productive goods and services, 
and in the last ease, (10), for the purchase of con- 
sumption goods and service?. In so far aa these 
consumption goods, in case (10), ars sold out of stocks, 
the money capital is transferred, as in cases (3| and 
id), to the sellers of these stocks. Where "origins! 1 '■' 
services are purchased, the money capital becomes the 
38 



money inciuue of the productive factors, and this 
pi-.rehasing power loses, for the time being, its 
character of capital. If we neglect "dia saved" 
amounts ivb.ich ave used to purchase consumption 
services, we may say that eases (4) and (9) are the 
only ones where money capital is "absorbed," for it Tlle i ^™^ 
is only here that tic purchasing power ceases to be ^ther used ii 
money capital when it comes into the hands of ^ p o r f 0 ^ e ," 
the recipients. These are the cases where the money 
capital is used to create new real capital. 

In all other cases the money capital is at the free ""^{^"i. 
disposal ol' irs re<:ipjen:s, "first , in the hands of the fn-r .li.^n:^l. 
seller of the shares, and, subsequently, in cases (1| 
and ((1) (loan repayments) in the hands of the previous 
lender, in rases (3) and (Tj (new lending) in those 
of the borrowers, in cases (3] and (8) (purchase of 
existing real capital) in those of the producers, and 
in case (Ifli (pu rchase of :inisheii consumption «tiuiisj 
in those of the retailer. In all these cases the money 
capital remains "vmabsorbed" and simply changes 



could have heen used also had It been transferred not 
through stock purchases but through any other ionri 

It is of course possible ihal um seller uf the shares, 
or the lender who f'in cases (J.) and jti!) has his loan 
repaid, or the producers who ('in eases H) and (8!l 
sell their stocks, may net want to spend the money 
rapital which they receive, bul nam. lo keep it liquid. 
These would be cases of an increased desire to hold Hnw«v«r, 
cash, visually described as increased boarding, imi they 
are not specifically conuecied with a universal specula- 
tive boom.' 

1 CllLl [j(<?r VITT will lih: iJ.'Vi.l.'d 10 HC* ]M.jInL:I[J. 



The money capital which is transferred by way of 
aUic.l: transact ions may, however, he used again in 
make a loan to the stock exchange or to purchase other 
securities. It ia to these possibilities that we now 



CHAPTER IV 



23. What does it really mean Us say that money 
capita] is absorbed in unproductive uses? By defini- 
tion money copiUl is purcha.-ioi; power which, mil 
licini; used for present consumption, is available for tin: 
production iif tu Hin; yoods or, that i-i. of capital goods. 
The ioregoinj! 1 o! present consumption would make it 
possible tu increase (lie p roducl i ve yield oi the future. 
It seems to be a recognized objective of economic 
policy thai such productiie opportunities should he 
utilized, for otherwise so much product ice energy is 
lost to future production. But this is exactly what Buproducti 
would happen if money capital were "absorbed" before monuy 1 "" 1 
it rould he invested in prnil uciive enterprise. The ? B p'J>l wn » 
case of such "absorption" ie analogous to toe case of of potential 

It was mentioned previously iliat. suviuji by the 
individual docs mit neccssarilv lead tu .saving from 
the point of view of society ; such ia the case when 
I ho individual forgoes the consumption of part of his 
income bat does not put it to any productive use. 
When the individual boards- saves without investing An indmdi 
— he loses the interest which would have been yielded jm^uoMu- 
by an investment. We have then to ask whether the vert los« 
loss to society ia identical with the loss of interest c 0lae , 
on the purl (if the inil iv: rina 1 who hoards his savings. 
As a first approximation it might be argued that the 
net product ot the move roundabout niciliods ot pro- 
duction, which are made possible hy the investment 



■ b of social nor. producl is already allowed for in the 
loss suffered by the individual savor; that it would 
thus be double counting to consider the loss to society 
as something over and above tkis. This conclusion 
overlooks !lie point rear, the niiiTgical productivity of 
other factors, aa well us that of capital, has to be 
considered. An increase in capital equipment is 
associated with a decEne in the marginal productivity 

8 of capital and a rise in the marginal productivity 

' of labour. The fact that this shift in the distribution 
of the national income fails to take place if savings 
are nut invested has to be taken into account in 
addition to the loss of interest. 

These considerations belong to the "pure theory o[ 
il :-tri!i;ii ion ," and completely neglect certain proposi- 
tions that have been established by "monetary 
theory"; it is, however, becoming more and more 
evident that it is not permissible tn disregard the 
"monetary aspects." 1 The loss which society sufTers 
when money capital is not used, or when it is 
unproductively "absorbed," goes far beyond the loss 
of interest, because of the deflationary effects. Even 

" with ideal flexibility of all prices, including wages, 
the deflationary effect would spread oveT the various 
hranches of the economic system only gradually, and 
the various "lags" would have a chain of disturbing 
effects. When prices and wages are less flexible, anrl 
cviii rigid, the deflar.i unary eu'ccl. may entail I.jtlj;;- 
laating unemployment. It is no wonder that in times 
when wage rales are very ' 'sticky" every potential 
dcniitioti;;ry inuuern e is ounuiied with ulmi:-!t painhil 
precision. 



ABSORPTION OF CAPITAL 



2*. So far we have admitted the absurplion of money 
capital liii'.y where this absorption was " jurjil m:l ivft," 
or that is, where it ltd te new real capital formation. 
Ill all oilier ease.! we argued tlial there was only a 
transfer of funds from one person to another. If A, 
who is speculating for a rise, buys shares from B, I« 

up by A is placed at the free disposal of B a^ the " 



invalidated by the "neglect of the time element." 
Kcotiumie. Ihcory abstracts l.rniii tlie passage of time 
on purely didactical grounds hut frequently commits 
the error of failing lo roccguiy.c ilial such an abstrac- 
tion is not permissible in the final stages of the 
analysis. The argument so far developed has Ths lim 
abstracted from the time element in two respects, r^™' 
First, it overlooked the circumstance that the ™™™ 
mechanism of payment, requires lime, anil that between 



Ilea vv s^ern in I ion, rh^ sp Liers of shares may use I he a i.kr &!.!<■; ■ 
pRieetiiis tu purchase other securities ; thai, thus a lung -»ilel&y may 
interval may elapse before the series of transactions JjJ^JjJ^ 
of this kinil is finally terminated by a seller who turns i" i-"iiimi,i V 
the proceeds of hia sale into productive channels IJ^uintion. 
instead of using them for further security trans actions. 

The first point is more a question of monetary 
theory, since it concerns the general aspects of the 
l.ym<i--ui> of purchasing power nr media "1 exchange. 
This side of the problem will come up tur discussion 
later on (Chapters VT and VIII), and here we need 
only anticipate the euucl iisiuii by indicating that it 



ru n [Li,. 



ong chain of similar trail sac 
miiüiiunlly locked up in sen 
wing "used anywhere else ii 



the stock exchange and that 
lillion dollars each has flowed 
. in the ordinary way. A part 
assume for simplicity 60% of 
1 into the hands of investors 
i hands of speculators : these 



- li':i„inl lti:i-':'lj. ■■Übte ■ 



10 Harold L. K.'«l. F'.iler*:l tier-tr,:, /'..■lir,/. IWI-HMi. 

133Ü. „ 150; -Oislv m,. ; , ;J ,'^ in .nri.Li.vv mn.aiwt 
,- ,n-.J-l.i.:i.'il r.-i v?.-i'r ' r i: .j in:l:sl.u;,llily ;i I.!h:;:|.LL'j:1 



are traded from one to anoiber iiiuonp; them as they 
see fit. Suddenly u speculative movement sets in 
and induces investor X, who perhaps borrows fruju 
his bank for the purpose, to buy 50% of the 

i till! in..- imtsiamiilig of ibi' A shale-, iviiicli in i:mise- 
ouence of Ms demand rise in price by 10%, for 
•JöüO.OOO. The sellers who, in view of the hoom senti- 
ment, wish to speculate further, use their sales 
procfs'ds to buy up ibe 1! shares, wkereupnu the sellers 
of the latter again proceed ki Imv uji the C shares 
and so on. The prices of all these shares naturally rise 

exchaneeV buiT.uv from the hanks to meet the hither 



i.' place i m o aficr the oilier (A buys from R, 
ami '.mi. and cimtiuue. imk-fi nitcly, it is 
nol only tiie new funds used to pu^hn-f 



happens. . . . Tin; Mrc.uTiieiil shown rnnviiiein^k ihai 
stoek-exchanpe operations may temporarily tie up 
rapital a.ud use credit which is nol. i mmeilia lely put 
back into the economic system."' 



■Mil. ill .1 : ILJlL IT.I.Iil 



The subsequent analysis will show that there ore 
situations in which a temporary locking-up of money 
capital may lake place, but that certain special condi- 
tions have to be fulfilled before such situations can 

26. In the example above, the allocation of new 
money capital to the purchase of o'd securities was 
■said to have led to a rise in security prices and a 
retention of the money capital in security transactions. 
It is sometimes iusipused that the rise in the level of 
security prices ran he takeo as a sure symptom of the 
>' tyhig-up of capital in security transactions. This, 
however, is not so. A rise in stock prices can take 
place without there being any money capital on the 

1 I' A . 1!, ami f are holders of v. ii'crcul -I;: re- and A 
suddenly buys B's securities at a price of 110%, B 
acquires C's, and C A's, all at the higher price, no 
new money capital is needed i.o carry out these trans- 
actions. Again, if the securities initially held by A, 
B, and C are bought by bull speculators or investors 
X, Y, and Z at prices of 120%, there is still, according 
to the argument of section 17, no necessity for an 
addil ion.il iyine-up of money capital. 

It seemed important to refer once more to ibis cir- 
cum-itancc that:, with or without changes it! the person 
of the holder, a rise in security prices can occur 
without any increased use of money capital. Cassel 
has laid particular sires- on litis fact and was convinced 
that there would be e:envr;;l a eaeeiuenl int.'u his simple 
ox-position.' Indeed, so far as the scicul irie discussion 
of the problem, is concerned, it is fairly commonly 

i (JuAtFLY Osaal, "Doaa ihi: = I'-.vrh.iu^^ AI.h.^I. t'nii'Uil 



iinWiwlcdjivil Hut tile rise ui seeiitil c prices per te cut . I L .|... 
nmr b, prof or . „niptorr, nt the t;ir,.-„p rf m.nev R 

27. Granted that security speculation vred not tie up 
capital, we still have to consider whether it may not 
do so. We are not here discussing Die rase of bear 
sellers who let Ihn proceeds of Ihelr Miles lie idle. The 
discussion is for the time being limited to the case 
which Keineh and most oilier aulhiirs regard as the 
critical one: the case of ccmlinually repealed hull 
transactions." We may then ask what are the condi- 
tions requisite for a lying-up of money capital? 

One of the tier: es.-. at-; com.liT.inns appears tu be Three 
connected with the mechanism of payment. The very ™ d n^SJ„ 
liighly developed settlement technique of stock tor iti.- Bp < 
exchanges introduces conditions that arc qui I e diffcrcm i„ 
from those created by the methods of payment used in 

within the clearing arrangements of the stock 
exchange, and there were no transactions other than 
those between people who take part in the clearing 
procedure (brokers and jobbers), thou the possl liiliiv 
of the lying-nip of money capital would be excluded 
on purely leolin ' ca] "rounds wih-b we s}:all examine in 
Chapter VI, For the time being, however, wo shall 
assume that transactions are carried on with cash (coin -a M:i: 
and notes) or cheque payments. The appropriateness B r* n ™mpl«r 
of this assumption becomes clear when it is remembered »i^ ""oh 
that the settlement procedure of the stock exchange is „„■„;<;! S 
restricted to the narrower circle of nporal nrs and that 
Irar.saeiinns between the public and the brokers are 
completed, with the ordinary methods of payment. 

tecta of a 

IJ"icc. ii: iil.ltt::- .Ill: its :if..L.: Iii^'lily .mil -' ll.LLl^ e, 



A second condition wbick must be fulfilled i£ ttere 
is to be a tyinei-iip ni money capital concerns the extent 
tha- 'credit is l ' ret '^ facilities. The volume of credit must hate 
mule exceeded a certain ni.ignitiu.le — a in agni tude which 

abundant;— cai| |j L , iur p ilsS j.|] un( ler conditions of an "easy 

money" policy— before the bull sentiment of single 
individuals can develop ijiio u general bull movement. 
— tliird, that A third condition is tluH llie new issues of industrial 
"j C ' oduBiTi»T suarea . S£L l ea °f "Id stocks by people who withdraw 
lTh" U d th ^ ^ r ° m ^ at0fi ' ! ™ ar ^ et ' are not forthcoming to & suffi- 
ufli°ofn°* cient extent, as compared with the flow of money 
fumlH. capital to the stock market. It has already been 

pointed out that the critics of security speculation 
think that eiipital is absorbed in unproductive uses 
only in tbe ease of transactions in old securities, since 
they do not doubt that when new issues are purchased 



demand for money capital by productive enterprises 
link up with tbe flow of capital onto the stock 
exchange? These arc the first (jueslions to be dealt 



Illc issue of shares at higher prices means a corre- 
rading reduction of I he t ost of borrowing to tie firms 
irarned. If, for example, a firm has to pay 5% on 
■ capital it borrows, tin; possibility of issuing new 



oil 1 irliistic, there ran be no f Ion hi that the demand for 
long-term capital is not too inelastic. (Some writers Tl 
deny this, but there is little oTidence to support £ 
their view.) A flow of money capital onto the =■ 
credit market leads- to a fall in the interest rate until £ 
there in sufficient demand, at Ihr lower interest rate, to in- 
take up the funds l)mi<> uiivn-il on the market. On the 
securities market I lie satin: process takes pl:ir:e t liri.nigli 
movements in security prices, so that when there is an 
increased supply oi money capital, ihc i-nrre-pnnd i [ig 
increase in I lie atimaels I lei iiii ii (led appears la the form 

of new issues.* 

We saw in lleisch's scheoiatic. eiiimplc how the 
money capital rimving onto the securities market cum- 
peled for existing shares. Tn consequence of this 
competition t.lie prices of these shares rise so that, 
ceteris jmriiras, they yield a correspond iugl y reduced 
return. This will most likely lead to an offer of 
new securities on the market or. that is, to a demand 
for the new and cheaper money capital, just as 




happens on tlio marttt for direci credit when an 
i imreased supply nt money capital competes for 
borrowers and in Liiis way pushes drum I he interesi 
rate. One may argue that at lower interest- rates 
ncoplo desiro to hold higher idle cash balances, i.e., 
that they will pre:'i-r increased liriindilv" fur specula- 
tive motives. The discussion of this argument i : - 
reserved tor a later chapter. Tin I no one would argue 
that an increased supply et mnaey capital on the credit 
market will simjjly be lied up in an endless chain of 
trnasai.it ions ; lliai one capitalist will merely take uvcr 
the loan made by another, Sneh an argument would 
imply that a fail in the interest rate fails to lead to an 
increase in the amount of e.re-ilii. demanded, and that 
ilie new money capital only takes the place of previous 
loans, which in turn replace other loans, and so on, 
and mi forth. The new money capital would indeed 
lie lied up in an unproductive use, since it would only 
- priML-ed through n series of eredi- Iransl'crs instead 
of 11 ruling i.ew borrowers. This hardly sounds like a 
description af anything that is normal, either for the 
ease of funds offered in the form of direct loans or far 
the ease o; funds which fro in 1m the pa nih a.-.c of securi- 
ties. (Since we are here discussing a rise in the stock 



market, we are 


not concerned for the moment with the 


eature of time 


f demand for money capital which is a 


The effect of 


1 of depression.) 

a livelier share market in calling forth 


offers of new 


hares is an undeniable fact to which 




man will testify. Tt may even happen 


n the course 


of a speculative movement that the 


supply of nev 


shares outstrips the supply of new 


money capita] 


after a series of new issues has been 



si essfully placed, a time comes when further issues 

"tail," and the banks have to discourage further 
flotations because the slock exchange is not capable 



exchange credila are, then, not tied up in "spcimla- 
i.ive hiiHiiieaä" but have (except lo the extent- that ; 
larger annul n l of oa-h is being belli bv Hie nervoui 
bears) found their way onto markets for c 



29. In order to guii'vl a gain ft 1 renewd': object ions 
that tie argumenta advanced here pay insu (ficieni 
attention to the time- factor, il is worth while recalling 

"The idea of causality is inseparable from the idea 
of time."' The in ves ligation of 'iiiiihle.m of deter- 
mining the time-coefEeients'' 4 ia at present only in 
its infancy. There is, however, reason to believe that 
the error involved in asauming that the time-eoem- Tin 
dents can be neglected is considerably less iu those Irj 
markets which we are accustomed to call speculative J*"^ 
markets than anywhere else in the economic system." mti 
Moreover, the problem of the length of tke lag (if^* 
it exists) between a sudden increase in the flow of 
money capital on to the stock market and the increase 
in the flow of money capital through security issues 
into production is further simplified by the fact that 
■ lock exchange* tliive I tie ebnracter of forward dealing 
markets— whether these forward dealings are carried 
on openly or in the disguised form of lending trans- 
actions. In many cases an order for the purchase 
of shares will be given at a moment when the purchaser 

3 Car] Menget-, Stuadsäin, lie. dt., p. 21. 



does not yet We the funds available but ia anticipat- 

Thus the E mechanism through which tie increased 
The velocity supply of money capital— in so far as it is not oom- 
the«ioo™" pensated l>v spontaneous u uloa-Jl i ti by temporary 
nlatiwly tolders of old securities — produces a corresponding 
high. rise in Hie quantity of capital 1 1 cm an 'led , may be sei 

going in advance. 

An attempt In ili'iun nstrate the speed of reaction of 
the stock market by statistical time series is made 
ill the Appendix. Tlicrc the lime scries for stock 
prices and new issues are set forth side by side. The 
result seems to bear out the theory that the issue of 
New rtock new share? follows immediately the rise ill share 
.^■. r.v Vn" prices, ami that tlicrnloie the quantity of shares ottered 
p'rir"— °' k " seB as sootl ae an ' ncreasc m the demand for shares 
is perceptible, or in other words that the quantity of 
money capital demanded Increases as soon as l.here is 





; m the suviply of nionev capital. 


This does not ht 


iwever prove all that had to be 


proved in order to 


controvert the argument that a 


temporary "absorpti 


on" of money capital takes piace. 




y of reaction were so great that 




id between the rise in stool; prices 




the extent of the reaction might 


still be too small. 


The resultant reaction mic-ht, for 



bo™!" ue™ 8 now of new money capital into industry. The fact 
rotltlworb ''<-'" '-ti on sets in immediately does not prove 

s.]] Ii t r:nuicy that there can be no lag between the offer and the 
supplied. taking up of the total amount of capital suddenly 
appearing on the stock c^cbangc in search of invest- 



30. We must lint deny, therefore, that our "third 
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a corresponding demand for 
may prevail in certain cireum- 
admiUcd tliat situations may 
les do not come forth to the 
s same speed, as the flow of 
i the security market, Such 
ck and large increase in the 
. (i.e., the demand for soeuri- 
tmand for money capital (i.e.. 
ties) may not keep pace. The 
ehind the now of capital onto 

production, since tiAalance 

V into pniflueiiou through Uie p™<l"<»rs 

' ,,/. , J T , W a " 11 " K 

ty holdings by producers. It security 
t in times of increasing stuck l " jLai "i* 1 - 
.kii'li have been holding their 
may decide to sell them and 

probable that another part of 
■.t lias flowed onto the stock 
ay. through the realization of 
ofit takers, to the markets for 
above 18 ano 1 19.) 



ing to our "third condition" ) llr y- crE ,ii', 
terms of an eacessii--« supply. '"J', 1 ,^"^ 
s likely to arise only if the ^™ 1 ' y " 1) f T „ 
sy capital — new savings p.] us .nvmiiiy oi 
augmented hy a large volume foU^aS""' 
s natural" sources of created , 
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bank credit f ; l r l 1 1 ilislmarcli-it liiink; /' Sisicii the exten- 
sion of these sources ut money c;i]n";il. imperially ilie 
expansion ot bank credit, Involve* ii reduction iii Un- 
räte of interest charged by the banks below the natural 
rate,' our "second crmd iiion mniies its appearance. 
It iä only if credit is offered at. a rate of interest below 
the natural rate that the stream of money capital 
(iriwinjr unto tkc market- will reach inch proportions 
iiiat it cannot be taken off fast eoonpb by invt'sl.mtuit 
expenditures of industry and consumption expendi- 
tures of profit takers. If we picture the precis in 
terms of an "inflow" and "outflow" of money capital, 
it will appear that there is n temporary "dininiinc; 
up" of money capital in basins created by stock 
exchange speculation." 



s The final result ie the Bams, but the. timing ,.i iliu iorms iuiiiic- 
what different, in the account eiven by Win M- filark, "An 
j\ pprais:il nf ihe Workability o: Compensatory Devices," Amtrieaa 
Bemomk Review, Vol. .\'X!X. , i. l'Eii. a;r>-20S : 

"Ws may assume Uiat^ four billion doEare fciv into the securities 

through the issuance of now securities for the purchase of capita] 
equipment. Tim [l.ulji.l: ronu]:. in ri*e 'i 11-^ [H.-.s of Olli 
standing securities. Si.ne of the profits would be taken out to be 
sfitrj :'jr consumption and some would be rnrii.snl. micIituj \ > ;i 

■■l!i: t - iliis is hol all, since . . . credit funds as well as savings 
flow into the markets, thus rula.-i:- !.. I.I.h- ,.ilu; : .tim1 ujie billion of 
l\j:id> seeking ^ri v.:-: irn-nl . [Iijt: of securities may 

nut be stabilized ■=.=■.-. i ■ i»r. or ■■, re:, billions instead of one billion 

spendines, and production, instead of being depressed or stabilized, 
ivouM lie stimulated." 
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31. In examining the conditions of a possible 
temporary lyiity-up of money capital in security 
speculation, uc liave seen that (he "third condition" 
(a temporary lag- of the increase in the amount of 
money capital demanded behind the increase in 
suppiyi is bound up with the simultaneous existence 
of the "second condition" (increase of the supply 
through bank credit). The "first condition" (the 



America, fur the private specula I or to leave the pro- 
ceeds of security sales with his broker if he intends Id pSV^t' 1 " 

continue his speculation, makes such payments »; I"";" 

unnecessary. But where the broker habitually pays 

out the sales proceeds to Ma customers, speculation by "- * 1,f 

the outside public is associated with the use of media deposits* 
of exchange. Usually, however, extensive spec Lilac ion gp,,,^^ 

by (he public only sets in when iiie development H l, ii.it. I 

bull sentiment among them is backed up by an increase !!^|7'.^ 
in the supply of bank money. Amt credit. 



This argument :.liut. peiv-d-tent bull jpi.vul atlon by 
ll„. M.pTit'riil puMii 1 . (laiinot develop, no matter how 
optimistic a frame of mind they may be in, unless they 
bull.' funds [ml. at l.lü'ir disposal, will explained 
further in Chapter VI. Although the previous analysis 
If ill. hiiYi: .sufficed til ..Innv that 5t tu.' k r W'Ij a n j;« -<p'.aula- 
tion is likely to tip up money capital only when thetv 
is an expansion ut bank credit, l he ..Lain of reasoning 
will not be complete until we have examined Hie 
mechanism of payment, on the stocli exuhnou'C and of 
brokers' loans. Tiufarc proceeding to this topic, how- 
ever, we will täte up the question of stock exchange 



CHAP XE It V 



CAPITAL IX STÜCK EXCHANGE 
SPECULATION 



it is simply the way^in which the loss to society is 

-profit (b) The fall in the profitability of the enterprise 

mi!™£ve™ S may have various causes. If the demand for the pro- 
rfShlin"™™ <luct °* * B firm deolinefl and tlle ««"cell selling price 
o: .diii,MiH : — t lie produel diminishes lhe firm's receipts, then the 

dilution onneerned may (urn out. to Tin nnj ual i fieri ; In 
any case the fall in value of the firm's capital simply 
represents an adjustment which is expressed hy the 
market in the form of full in the price of the shares. 
The same is true when enmpol ice concerns using 
improved technical methods are able to push down the 
sollin;; price of the product. The full in (he profit* of 
the firm using the old methods and the reduction in 
the value of its shares will be more ihan compensated 
by the profits of the up-to-date firms and the gain to 
consumers; thus it cannot be regarded a* a losn to 
society. I'voiil.-i tu, iv lie impaired hy a ri-e m the 
prices of certain necessary means of production; such 
a price rise may be caused by a compel inc demand for 
these factors hy ci her . more p nun Is! n c types of employ- 
ment. In this case the fall in profits is not to be 
regarded as a loss to society. Tf, however, the decline 
in profitability is not due to an economic process of 
adaptation or development, but to some "harmful 1 ' 
interference from outside, then we may say that there 
i* a social loss of which the marke; tab'? co^ri I jaiice 
through the fall in security prices. 
— t»pit»] (c) The consumption of a firm's capital may be rlue 

™™[J™ to wrong accounting methods, had tax laws, or bad 
taian pl«ce— business pract iocs, which remit in the distribution or 
taxation of "ficlitimn" profits. To meet these dis- 
bursements i.he firm either uses up part of the necessary 
replacement funds ic.j!. . il makes inadequate allowance 



for depreciation) or ll raises new capital (it waters its 
share capit.nl or contracts new debts), in these cases 
Uni fall in share prices obviously sigui fie.- n ilituinuliou 
of social capital. 

(il) A rise i" the rule of interest, must, if Ihn pro- — ihn interest 
ductivit.y of the enterprise is unaltered, cause a J.;",'. ' "" 
reduction in capital values Anil eonseononlly a reduc- 
tion in share prices. If the rise in the interest rate is 
due to a shortage in ihn supply of capital, it may lie 
con si tin mi] di;.iidv,iiU:igeou.s ([■nin llie collective stand- 
point; if it is due to an increased demand for cnpilnl 
arising out of innhninnl progress, il inuy be regarded 
as beneficial from tin: collective point of view. The 
fall in share prices does not, therefore, permit the 
inference thai a loss to society is involved. 

(e) A misdirection of investment, i.e., the use of - investment 
money capital for the creation of real capital which 

yields a return below the marginal productivity of ilirecte.il— 
capital in general and is therefore no profitable, is 
equally "regrettable" from both the private and the 
social point of view. Since over-speculation on the 
stock exchange has sometimes been deemed a cause of 
utisdireciirm of investment, Uiis point demands special 
attention. 

(f) The losses ensuing from the reaction of tile -siwculmion 
securities market which is bound to occur sooner or S?mTItalk 
lul.er if prices have been driven "tno high" by .specula- prices ion 
tion, arc what people usually refer to when they speak 

of "stock exchange losses," anil are the target of their 
most vehement criticism. These losses, however, are 
exclusively shifts in the distribution of wealth and of 
income: they do not in themselves represent any loss 
I o society. Til is point i.s not clear even to many 
trained economists and probably needs to be explained 
in greater detail. 
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Although eases (a) tu (d), and editors oi a similar 
kind, undoubtedly represent losses io the owneTs of 
tin! Hf!f!urii ics. they are rem. losses spe-i-ifieally connected 
with stock market operations, since the cause is in 
each ease on "the commodity side" and the changes in 
the shave prices, are merely a re flee: tum of economi' 1 
events in the sphere of "real goods." The only 
relevant raws for our purpose's Nit' ease (V: which riiise- 
the problem of whether security speeulaf ion causes 
misdirection of investment, and (f) which raises the 
problem ot whether security speculation can cause 
eapital to he leisi in the actual speculative trans- 

33. lor the moment we will postpone discussing the 
question of misdirection of money capital; in this 
chapter we will try to show that money capital cannot 
he lost in the transactions connected with security 
speculation. This is not difficult. It would he much 
more difficult to explain why many an economist has 
gone astray on this point. The argument that the 
money eapital which flowed onto the stock exchange 
might lie "held up" for a certain length of time 
iiledoubledly made sense. The ide-a I hat money capital 
ran ho lost on the stock exchange seems, however, to 
make scarcely any sense at all. 

Kerne writers If we reproelace the arg amenta used lev Professor 
, lteiseh, we shall sea how a rather obvious error led 

miühtbe ^ this well-known author to jump from his statement 

■ ■ ■■■ -''e-t Lvn- 1 ' IJ t the sales-pioeeeels ot shores "do not always flow 
back into the economic process," to the statement 

™T 8 " that they "may be used for speculating on the stock 
exchange and perhaps be lost there." 1 Reisch 
describes the course of events as the result of which 
"some part of the capital contributed ... is in 

"RiiEieivirkeiiijran," p. 309. 
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danger of being lost" in the followin<; way' 1 : "The 
■share prices had reflected unreal ( artificially high:' 
values; tiiey were soap bubbles which, when the 
■speotiktiive movement ceased, knocked info each other 
and burst, leaving only a small foundation of real 
value. On the speculative market a long series of 
business transactions are concluded out only the 



he still held the opinion that with tile cessation (.1 
the stock exchange boom the monetary media which 
hail been used and had of course represented money 
capitiil, ''hoconic available again for use in other 
spheres of economic activity. . . . The pains and 
losses of the speculators are for the most part 5 of 
no sip'mficiiisee to ihc community as a whole, sie.ee 
though they cause shifts in the relative wealth of 
I he participants in the speculative oporal ions, they 
do not change the wealth ol the community as a 
whole." Tn his second article, hmreieT. licisch holds 



.ital owmershi 
> 8 n .took pri 



^ 0 The Statement was qualified to allow for tie gains of 



"Mijiiilionii to meet and now cannot nhtain the 
[■sjicok'd e<yu valcnv ,; n-juvinpn; by tho spemhitors out 
of the proceeds of security sali*] may suffer losses on 
their assets. This should sullice to show," so Reiseh 
cor, eludes, that, in aitd.iiion lo ike »« porary lie-up 
of capital and credit, "priee cIulsps may occur on 
the stock exchange which make it. ipi.i-t iiinülil« whelüer 
u'Ii tc .i'i- i h ( . rtipital and credit will flow hack even later." 1 
famtawhid? ' i,tia "capital and credit," which, must hare been 
^'rT^f 1 h J circulating media, thus disappears 

iQtothe "" without leaving a trace: It has obviously ceased to 

K£]*"th. an end, and yet, so it is contended, it has not 



capital was in vain was that the only persons followed 
up .vere the persons who last acquired the shares at 
a low price, the speculator who sold at a loss, and the 
credit/)]' wlia might Milt'er ;t.s a rrsall of this loss. But 
one does not have to be a very good detective in order 
to reason out that the speculator who sold at a low 
hjve U o^ of pr ' ee '° St ^cause ' 1Htl bought, previously at a high 
o'l'ir.';,"'.)' ' oriee-, and to discover, thus, that the money which is 
miTithigh ^'"S searchod for must have gone to the person who 
pricM. sold at a high price, or to use the jargon of the stock 

exchange, to the person who "got out in time." 

No reader of this book will, I hope, make the 
lui.jtako of thinking that nobody or only very few 
tieoph' .manage In "get out in time." There are two 
parties to every transaction; so to everybody who 
bought at a high price, there must correspond some- 
body who sold at this high price, and who then stopped 
speculating and so was the lucky recipient of the 
money capital which was hclleved (o have been lost. 



» ■■Itibi'kv.-irkiitijscn," p. 208. 



ing the losses which Bociety Som^crgu- ^ 
is a consequence of stock 

of , oontafcm .1 
as. Among these are ibv uninurriif 
following: (1) real capital U lost; (2) money capita] 
is lost in the sense that sums of money which would ™f™d 
have flowed onto the markets for producers' or con- 
sumers' goods fail to do so; (3) money capital is lost 
in the sense that sums of money which would have 
been available for productive investment are diverted 
into the channels of i.mi-uniption and thus floiv onto 
the consumers' goods niurket instead of onto the pro- 
ducers' goods markst; (4) money capital is lost in the 
.sense that bank credit which was granted for purposes 
of speculating' on the stock exchange cannot be repaid 
and thus fails to return to the banks. The lust quota- 
tion from Reisch is evidence thai, this confusion 
prevails am! no doubl many more e \ a n: n 1 es could be 
cited. 

Many of these idea- arc. however, inconsistent with 
one another. On the one baud slock exchange losses "»J »Ii 
are accused of having deflationary effects (No. 2), JJJJ^' lc " 
while at the same time it is feared that, as a result 
of stock exchange losses, bank credits will not he 
repaid to the banks (No. 4). But what does this last 
effect imply? It means that the economic system 
remain; more amply provided wilti ci rcuial nig media 
than would have been the case if the credits had 

very heavy shad; exchange loss. Suppose that the 
banks have created credit, in orde]' In provide a number 
of speculators with funds for buying shares which 
hier Iura run In be noclb less. The unlucky buyers 
of these shares have transferred their deposits to lucky 
sellers of the shares, and the former are therefore 
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■ unable tu repay tlicir dehis to the banks, Jn short, the 
-took exchange losses in ibis ease prevent t)ie "defla- 
tionary" effects which the repayment, of credits may 
po^ibly have; it limy sit not it-paid, the liauk ilepnstts 
remain in existenre, whereas il Ibev are repaid they 
are, temporarily n i least, destroyed. 

This (slijrlitly frivolous) maimer of reasoning serves 
io show the danger ei' oarryni^- argument- to e\1rernes 
and the need for (nereis! n g veiy graut caution in 
analysing economic problems. Ii we make the 
argument even more extreme, we obtain <(uite different 



1 Incidentally, "tlif lnsses to l.niiks on 
..::[], lv t^-t l li b i r._ Ii illicit c^i'n tje :nio 
brokers' loans h.ive Ii"ti : l.ei s^a-i'lr-i in 
links' [„aat at view." Kl. In* X. Tnek, 
..if rav.^lii i t. I ji.rl S. ue.-iil.-uir.il. ' 
.5« /v ™(N(, V.W.:, V.,l. XXV, p. 146. 



lossca on the stock exchange art' capable nt resulting in 
an in urease of money capital. The conditions necessary 
for this to take place are, however, not at all unreal. 
All that is necessary is that the seller should cover his 
Losses out- of his Into rin: by restricl 1 n o- hi.- consumption. 
Let us take the case of an occasional speculator who 
borrows from his bank to gamble on She Mock exchange 
and buys securities at high prices. The fortunate 
seller— it may be another speculator or it may be a 

—receives the full amount of the money capital ; the 

unlucky speculator later sells nut. nt Ion" prices and so 

receives less from the new buyer nf the shares than 

he himself had paid previously, (f he now makes up 

the deficit on the debt he owes to his bank by reducing - likml» 

Ms consumption, thus saving a part of his current '"^itl m«y 

the stock exchange loss will have resulted in real Change 
capital 1 erio a Hon. As Ihe individual concerned would '■' 
not otherwise have decided lo save, we mi<rht call it ar ,H. if thtao 
a case of involuntary saving ind-.ieed by stock ex change ^^V-— 
losses. (If, however, the ''"make-up savings" of the 
losers are nut ln.vesi.ei-, deflation results, Incidentally, 
this outcome is Ihe more probable tminj; io the pessi- 
mistic attitude which follows heavy losses.) 

Again, short-term saving; may he involuntarily non- 
veTted into long-term savin p-a as the result of losses 
made on the stock e.vchange. If A is saving for sonic- — lihowiia 
thing that he intends to consume at a lateT date (such CJt jf™e 
as a long journey or the purchase of an auloniobile) ■•««« °< 
and invests these savings for the time being in shares. "'I " ' ' 
he makes his temporary savings available for the "^jj^^jjj 
ereaiion of real rapilal. If, after hating bought the thus increass 
shares at 100, he fails to find a buyer who will take ^"""'of 
them at this price, and finally has to sell them to money 
another saver, B, at 80, then 80% of the money capital "i"*" 1 ' 
invested in the real capita! will have been provided 
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out of B's savings and 20'.}, nut of savings which have 
Upen involuntarily saenficeil by A. Although A 
merely wanted to invest his funds temporarily, he was 
unable to withdraw thorn from the productive process, 
and so the loss lie sii flared on the stoc'i ex eh it n ire beei'.me 
lorig-ierm savings of thp economic system. 

We have no way of telling how important quantita- 
tively the saving./ indueed by stock cichange losses In 



the other ease, the speculator considers lis losses as a 
tlimiuul ion of incemc and ir-hic?.* his consumption. 
In so far, however, as these gains or losses are re^nnled 
not as changes in income but as changes in wealth, 
they represent, merely in I erpersonal shifts in wealth, 
which may be connected with the valuation of capital 
but have of themselves nothing to do with the forma- 
tion or consumption of capital. 



CHAPTER VI 



THE DEMAND EOR MONEY liV THE STOCK 
If AUK KT 

36. In this chapter we shall carry out the promise 
made on several occasions in previous chapter? to 
analyse our problem more ehuch- from the .,i am I| ■iul 

First of all, we must examine : ]it? Lirp- anient that the 
stock exchange takes money, or ci mil a tiny media, fi i» tn-hi 'iii.i 
away from olhor jrm r-it-'ip.. Tlii.i argument is a'lva need ,'. „-„igt: 
even by authors who disagree with the thesis that ^JJJujj,, 
capital is tied on the stock eve hange. It goo= with- "'^„n, „-.v.,y 
out saying, of course, that those who defend the theory 
of the tie-up of capital implicitly hold iiial purchasing 

According to Reisch, there is "no doubt whatever" 1 
that circulating media are tied up by a Kink exchange 
traiisiiclions und are released ivhcn Hie stock exchange 

put by H. von "Re eke rath, in the following sentences: 
"The money which is it it Lilrewu frosu expemliiurc on 
ihe miukets for goods and labour, and used as unit 
of accoiinl for business on the stock eM/fr.ingc, leads 
to a temporary reduction in the demand for goods and 
lor labour. This is to say that the money is held up 

i "aber daB Wesen und die Wirkungen der Börsenkredite," 

! Ibid., p. 14 : "It is oulj^when the atock esohange hooin breaks 

.1'. ri ■ ■!■ i' i i- i ■ Id','. I. .1 .1 

not aas that it ia precisely when the boom breaks that an "ahsorp- 
.'.[■■. .j 1 . a 1 1 1 . ^ ,l- l-J ia 'i :lv |i'.-.sibly take, place due to the 
hoarding of Bales proceaits by peasimiath; fiullarB of shares. 
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On its way and for the time bei iifj can Heilder Im; spent 
nor lent in the economic pwrtji proper." 3 

The idea, than, is that the dem an d for other 
$ economic goods is reduced in favour of the demand for 
1 securities. Ii is a tairly generally held upinion that 
by exerting a "demand fur 1 circulating media," the 
securities market comes into competition with other 
markets. Balogh, for instance, savs t.lial "ci rc.o hi Ii ng 
media move from one market to another hut are 'held 
up' on eaeh of them for some short or long interval of 

Tie speali.s of a "cireulationary tie-up" rh 1<> indicate 
tiuit circulating media are held up for a particularly 
long time on a rising slock market. Palyi, famous 
fur his sharp wil and league, also finds, in an analysis 
of American, conditions, that "the remainder of the 
circulating media . . . were used to purchase securities 
and real estate and were until recently tied up in these 
uses" 8 ; he thinks it necessary to add somewhat scorn- 
fully in parentheses: "There is a new-found theory 
which holds that the stock exchange uever ties up 
capital even in the short run, but that the money 
paid in the morning fiiAr; out into the 'economic 
si-stem' in the evening in order to return to the stock 
exchange the following morning: no account will be 
taken of this ingenious theory here." Nor will any 
account be taken hers of this Ingen lens mciinal of 
criticizing the caricature of a theory. 

In so far as the argnmenl concerns not the provision 

3 Herbert vu: Bttktratb, K,,:,ilolm„ r :-! und t.:>M«„i:k! , Jtiai 
1916, p. 162. 

* Tjmmns U.ttoitli, "T.atsnta Inflation, Wahrungflsvs.t'-ai. N.citi- 
bankpolitik und Büräcnhauä!..:-," .<.■:■:::";:: J ■'■..■■■/' /;• ■•■■: 
'.,-ii,v, Vr.-«. t !i.i!,; i:«.J Valk'wirtaehaft im Deitichtu A'. :,Si.l 
jear, 1929, p. 691. 

s Ibid., p. 536. 

r ' Uelrljioi Paiyi. "ZinafuM mid ^ahluiiKebilana in dan Vereitiie- 
ten Staaten," Magazin der Wirtschaft, 6th fear. Mo. 46, Berlin 



of capital but the provision of circulating media, 

exchange rises the commodity price level can be kept mon^hould 

stable only by the creation of new bank money. "We 1™^'' 

muat therefore," he says, "come to the conclusion that, J™^* B 

if tht Stnck Kxclianire should require iiii [TKiri'issi: in »r f r»r,»j 

the amount of money m circulation, . . . the increase 

can and should be made by the ereaiion of new means 

of payment in proper adjustment to the aim and view: 

this money will iIuiiIkIcss een-ist mainly oi bauli eredit- 

on cheijTi.il accouut. fn this case I be amount of money 

available, for ind us! ria ] and commercial purposes will 

remain unchanged, and the general level of commodity 

prices can thus be kept constant. Hence, providing 

that the bank policy is as \ ional as ha- Ii'mui assumed. 

the Stock Exchange cannot, in this case either, have 

a disturbing effect on the amount of money available 

for industry and trade." 1 If this proposition is 

correct, than, in the absence of a "rational" banking 

policy and under the assumption of "other things 

of money available for industry and trade."' By 
''disturbing effect" is meant, of course, a fall in the 
commodity price level or. move gcucriilly , a decline in 
demand on the markets tor commodities. lVipilc the 
astonishing unanimity among the various authors on 

1 Gustav Cassel, "Does the Stock Exchange Absorb Capital?". 
Steudinaviike Krtditaktxebolaget, 1989, pp. Sä and 24. 

! fiassel lessons the importance of his statement in the very 
iLC\r. SL'i.tci,::.. ,.hi:r.: In: ;n"i.l.^ ! k.tl ' ]ii.:'.-..VH:r ir. i-y m. rnear^. 
.:^jUin IlirJ. ru ]L-ri <:f ;[m] L,r : -,.;il :.r aniin.Li of business On 

the. Btflok Exchange would necessarily result in the need of 
additional means of payment." 
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this point, the corrcctuc;s of Ihn assumed causal nexus 
"rising stuck market: falling com mudity markets" 
may still he questioned. 

37. The conception of a demand fur ei rc.u la! inn- 
media by particular markers is, in my opinion, not 
always a very fortunate one. The fame can be said of 
JJalogh's assumption of the "temporary dcfiatiacury 
e(fi.:ci- r.>E the. stuck exchange boom.." 9 If higher prices 
and an increased turnover on one market tic up more 
purchasing poivcr, itiei'e is, according to such reason- 
ing, a consequent deflationary effect on other markets. 
IncnaMii JJ „- e use I "f, [ H fi 11:1 i „| j-.-ini-i'Siduri. «-t have lliercfrire 
dBin.Lnrt nn . ,-, , - . . , , ., 

u ; < ' l'-.iit an ijicie.ne r; jjricos ur vaki on the fruit 

»deB °t™° malket cause5 3 deflation on the fish market. 

Woiw" If the demand fur fish falls off ill favour of tie 



1» wear 



"When someone wishes to acquire securities and 
obtains the funds necessary for the purchase by 
refraining from buying things that he previously used 
1 to consume, the consequent shift in demand is called 
"saving." The sayings process represents (if no 
ii unfiling is involved) a shift in demand from present 



goods to future j;oods, ami leads, by way of the cot 
spending shifts- in prices, to shifts in production, 
is usually assumed t h nl a significant price shift ta 
place nut only between consumers' floods and securil 
but also between consumers' srrnuls and producf 
goods. It may seem strange that tie price iall 



: i i.i t jj i ri complicated ahoiu this, rr.jri ,1,^1 a' 
i of titles to capital goods may .'.!,.'.,,! .'j. 
; in tie prices of tie capital tngly ! 



These svho are accustomed to think i 
constant velocity of circulation of money 
not find this explanation easy to accept. 



of transactions in a given period of time, and the 
Ii r i i ■£_■ level is i.ietermiiied by the turnover of goods, -No if -.lit 
the quantity of money, and tie fixed velocity ofvslooityof 
circulation. I'tu- velocity of circulation is accoi dinc'ly ■ 1 1 ■ 1 1 1 1 11 
not conceived of sis a depended variable. Our refer- 
ence to the shift in demand trimi consumers' goods 
10 capital gnofl-4, however, implied "addirionai traus- 
act.loos" -Hie purchasi.: 11I securities ami (lane who 
adhere to the theory of a "constant" velocity of 
circulation will reject the argument according to 
which the titles to capital goods (securities) as well 
as the actual capital goods rise in price. 

There are other Luiihors, however, who assume nut 
a constant Iransadiuiis velocity of money but a 
constant income velocity or circuit velocity. These 
auihurs will find no ([itticully in accepting: the pro- — ves— if the 
position that security prices and producers' goods ™™, rf 
prices rise together, and that (.lie supposed cnusal cin!iil.«n,n 
nexus "rise in security prices: fall in commodity 1 "*'* 1 * 111 ' 
prices" does not hold. 



But any assumptions of this kind concerning the 
velocity ot cireuiaiion of money are uuite arbitrary. 
It is necessary to ask whether the turnover of securities 
lengthens the ciiTuii round which money has to flow, 

■velocity may not rise correspondingly. If the fiist 
question could be answered in the negative, or the 
then the argument that the 
independent of the volume 
securities market would be 



money by the sccuriiks market and therefore by the 
economic system as a whole will have risen. Given 
an inc.rua.3ed demand for money o: circulating media 1 
and an unchanged supply of money, it would be diffi- 
cult to imagine anything eke |.h;m n inevi ;aJ.i!c fal! 
in prices. The question, however, is whether an 
increase in turnover of securities, which may be an 
increase in the number o£ securities traded or a rise in 
„ their prices or both, involves an increased demand for 
money or circulating media. This question is sug- 
gested by the fact that the turnover on the security 
exchange is effected, for the most part, not with the 
use of circulating- media, hot by a system of reciprocal 
cancellation, or, that is, by a clearing process. 

The introduciiiin ot Ihe cleaving mechanism into our 
analysis at this point is essential. There is no other 
sphere of the modern economy besides the stock 
exchange for which one is justified in arguing that 

• .Ii'icilikL für money elae- 



the clearing mechanism may lake care of an increased Thcsloc 
turnover and avoid an increase in the demand for clearing 
money. It was made clear by Mises that we are Pj 1 ™^ 
seldom justified in supposing ikai an increase in the the dem. 
demand for money due to additional business will be '"r"""" 
automatically "compensated" by an esrension of the 
clearing mechanism.' Mises said explicitly: "An 
" a of the clearing system ... can never he 



called forth 

demand for i 
that stock e 



ablo part of the technique of operating on the stock 
oxehaiigc. With transactions within a more or lees 
clusud circle of people, most of the claims can be 
settled by balancing with counter-claims without the T 
use of money. Such reciprocal cancellation will be * 
possible for a major part of all claims even when such si 
procedure is confined to the transactions of a single °J 
day. The possibility of using this off-setting pro- ™ 
ceil lire is greatly extended when the ki-iness of several 
days is brought together in a settlement period. This 
practice is followed tin nmny krarlipo' sloes exchanges 
even where 1.1 1 ere is a legal prohiliil ion ;i«ainst forward 
<iea!in;;s and only cash business is allowed. 

The gross value 01 (be slic urines (railed on the stock 
cxchsiiiH'e never has to be paid either in cosh or by- 
cheque; only the differences have to be paid. Very 
few people fully realize what an important part is 
played by (Iiis process of off -set tins claims against fach 

2 r.ud'v:i; v::i Mis^o, / 'i/ Monty und Credit, English 

cJ[|[.:i ]9,15. 303 ff. 
J Ibid., p. 305. 



Dlher Li Ii ii pirni:^ the ili Itcm'i :ccs. In a book published 
as long ago us IÜ(l/> if. was esi mi/il cd , hy one who was 
ivL-11 acquainted with the facts/ that on tin- English 



essentia] element in Halm's theory of credit. As h 
icniirds the demand for' cash as a decisive factor i 
flic delerini nation oj' i.he rate of interest," he attTibutt 
more importance to the absence of the use of cash i 
stool; exchange operations than most other author; 
When we say here that the turnover of securities noe 



cash and hank money. 




stock ssrli.'mts turnover would Ell cauie an increase 
in the absorption of bant money in absolute figures. It 
is, hoivever, nor. correct, to a-siint thar ihe proportion 
of tie transactions which nan be scttlei! by dcarici;: 
remains constant. It will be immediately apparent 
that when the "volume of transact iuus increase;;, the 
possioi"iiirs of ofT-scä tiiijr u to augmented not only 
absiiluiely ]>iil: rol nl i vcly. and that If balance of the 
' liff-:.T!-ni es trlib-h h ; t.c lo In; paid is no I p.ie.01 tiimal to 
the level of transactions. 

The notion thai, a risine; -lock market require- a 
larjjer volume nf ciroulati n^r rawlm than a falling 
marltt is, sn far as concerns the narrower circle ot 



L tor 



which ha"ve to be settled by 
es are of equal frequency on a 
dling one, the a prion assunip- 
increased circulation of money 
ose of "in-and-out trading" of 
securities on the stock exchange is unfounded. 

''quantity" or by '''value," i.e., snore seen lilios may 
bo traded at unchan «ml prices or the same number of 
securities may be traded at higher prices, and there are 
of course any mi ruber of penible f-oniliinations of these 
factors. The proposition that there is no logical 
necessity for the differences for settlement to rise with 



— nid & an increase in the turnover figures, holds equr.lly well 
-!'i--'nrr"i i,nt * ür a "quantity" or a "value" increase in turnover. 
i\l Ttr* 1 "* W a group of speculators undertake a bxrge number of 
eleu ring trans actione among themselves, the balance which 
«i'u remains to lie paid after nfi'-yeii.ing need not he greater 

than it would be if the turnover had been smaller. 
An increase in turnover will tend to bring with it an 
Whrtfan increase in differences to be settled by cheque payments 
S^SSri™ onl? the increaäsci business is not evenly distributed 
bykwi imouj the various clearing-house members, or, more 
f™MM b in" corr ectly, if the unevenness in the distribution of 
turnover,- business among brokers is increased, by the increased 
turnover. The probability that this will happen in the 
course of a siock jmirkcl boom h fairly hijih for the 
following reasons : (1) brokers are often specialized aa 
to the type of customers l.hey serve, ami iiti increase 
in trading m.i v li ml nkirket- opinions divided a? between 
depndaon these types of customers; (2) different brokers may 
W. ta ™ di£ferent °^-» m to ^pected market develop- 

3 ellii E »nrt ments, and may advise Iheir euslomers aicordiim'lv, 
t-MT' 1 ™ so that selling and buying orders are unevenly distri- 
bmkH* bated over the brokers. 

The sales must, of course, equal the purchases. If 
one half of the brokers served the customers who did 
the selling, and the other half of the brokers served 
the customers who did the buying, then any increase in 
turnover would involve an equal absolute increase in 
payments for settlement, Tf, however, each broker 
served im tli selling anil buying customers, the absolute 
increase in cheque payments would fall short of the 
absolute increase in turnover. If the increase in turn- 
over were such (hot ibe distribution of sellers and 
buyers among hrokers remained unchanged, total turn- 
over and payments for settlement would rise in the 
same proportion. If the increase in turnover were such 
as to make for a more even distribution of buying and 



stJIin^ ordere umong iln; vjniiuk brokers, the amount (;iie.:k :>»>■- 
of cheque payments would fall relatively, and indeed, £^Jj v ™^v' 
might fall absolutely. All these developments are [jjJJ^^ 
possible; an inspection of clearing-hou 
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these dealers :s directed hy the willingness to buy and 
sell on the purl, of the public. There is an old stock 
tx'liange joke whioli says that .no inn um keep going 
in the lung run if the bar-tenderi haio nothing »Im; i.o 
do except play billiard- with euch other. It can cxlii 
only if there are customers to serve. Tn the same way 
the members of the stock exchange life not from "play- 
ing with each other." hoi from r.lie operation* which 
Ihey undertake an behaU u£ the public. A rise on the 
securities nirivkel eiinnci lasi. any length of time unless 
rhu public is Ixrrh uilling and abb' iu make increased 
pure bail's. Jlut ail That was said about tbe clearing 
mechanism >1 ispmiM rig with (he use of money does not. 
apply to transactions between the public and the stool 
exchange, anrl we ■nusl therefore conti mm our iuvosti- 



The "aiave"- securities marlet is supposed to be analogous to a sieve 
because the sellers of securities obtain the money just 
littW : — Si soon us it is invested by the buyers, and the ciec.nlu.t- 
ing media to a certain estent merely "run through"; 
they remain at the disposal of tie whole marlet with- 
out any "tie-up" or "absorption." But this formula 
could be applied just as well lo any other market with 
ciai'.jjiiVe 'he result that money would never be "held up" or 
SE ta"tfc ta "absorbed" anywhere. The seller of a commodity 
buy 'r pays, also obtains the money spent by the buyer, and it 
78 



n-iiulil In- impassible in i'\|)!cin ai:.v price sliifl if «e 
were to ar<.-uc that flu' seller might .^jiuii i! rhe money 
he receive J for his commodity to purehusc the goods 
iviiich the por-on M-Ijfi boujjlii fvujn Ii i Ii i Jin.fl 10 forgo. 



place fml v nt Ihc bs periai; of a d im in i-dieil lotn.l expendi- 
ture on another product. 

Lt should li>; noted tliat ihi- proposition roJaics tun 
merely to increased prices but to increased "outlays." 
i.e., the product of priee times quantity. Emphasis 
mi^lil also be laid on the word "product 1 ' in another 
sense, for it might be possible for money to e irr utile 
at a different speed in respect of payments for products 
than in respect of other payments. The theory of the 

developed by Wieser,"' seems implicitly to assume that 
payments which do not relate to purchases (if goods 
lake place, so to speak, "in no time," or, more pre- 
cisely, that they edge their way in between the pay- 



-, the paver makes over Iiis Boving 
ee without, according to Wicker's 
■ causing any changes in the direc- 

As (JXLlItljllt'si (if Mil Haler payments, 



lmys l.iie same Illings us the lender, or the betielact.'.ir, 

transfer payments ivuuM liavo caused co change. 
According ;n Wieser 's ihnory. the. transfer payment 
üself may be ivfu tiled as directly :ml i.lTcrcnt fiom the 
standpoinl of (lie price syslem. 10 It ia only the sub- 
sequent price payments by the recipient that can lead 
to price shifts. Thus the demand of the borrower will, 
for instance, raise the prices of certain means of 
production while the decline in the demand of the 
lender lowers the prices of certain consumers' goods; 
or the demand of the recipient- of relief will raise the 
prices of certain consumers' goods while the decline in 
the demand of the benefactor or the taxpayer causes 
the prices of certain producers' goods to fall. 

'S "In a elate: rvoniimv. 'l:e uriili ti of suapjy aoj üi-aiauJ i» 
Ijy no means inl i- : ivlvi hv ::n. iiiiUact:- ■;( .v-.L-m-i. u; |..iv- 
•i : ,.ios .11 01 ticriv-sel :r.«j]t]c," Kricd rn-bi Wipscr, up. at., English 



DKM.IND I'OTi MOSEY BY Till-. STOCK M ATtliET 



Wieser did mil cxpUiin Imw the mechanism of pay- 
ment (lill'cra in [.In; ca^e of t runsifj- payments from the 
case of price payments, or how the time sequence of 
payments jJ.io-.ikl. make tlie direct effect of transfer 
payment.; nential towards tin: price system. He was 
ohviuiiHly i'lincerneii «xrlüsivfly with the system of 
adence of commodity prices, and he 
Lssumptino- which avoided com- 
peted with the circuit flow of 



-." Under the assumption of neutral* 1 
iances of the circuit flow of money 
r must somehow be compensated. 



production or un the di-pc-.il iun nl' Ike pnidnei.lvc 
factors. 1 Let us nsiuiuo a sia tinuai y -täte and suppose 
that a certain Ind ii-idnal A poascs-es a highly nr'ned 
picture hy a celebrated painter. The picture comes 
under the category of uou-reproducihle goods. Now 
if B wants to acquire this picture ami obtains it at 
a liiyh price, then IJ's payment. In A need not result 
in anv sliift. in the interdependent: price stiiu-lure of 



whether the yowl ia 



See J. G. Koop- 



the economy, providing A use* the mm/luising |jov>er 
lie acquires in the same way as B would have used 
it had he not bought the picture. Here we have an 
example of a price payment which is — all this still 
under the neutral money sup petit kin- of the same 
" indifferent" character us a transfer payment. The 
high price fetched by the picture weald leave all other 
prices unaffected. The same thing might be true in 

''tl* the rise in its price. The prices of such goods may 
rise without necc-^iimin;:- any ilmoges in other prices. 5 
The conclusions of the previous paragraph* might 
also be relevant to the case of a rise in security prices. 

nenti for The payment of the price of the securities is in the 

l ibt'dly* nature of a transfer payment. The purchase of securi- 
:- ji.iMiri! ii ea j 3 neither more nor less of a transfer payment 

iients. than every loan ; it is a transfer payment acknowledged 
by a special kind of certificate or receipt. And if 
the seller of the securities uses the purchasing power 
he received in order to buy the same goods as those 
of which the buyer of the securities relinquished the 




especially in the case of new issues, then the piicea 
ui these >>ooJs will rise at, the cspojlse of those goods 
which che buyer of the securities had to give up. 
The so-oalled general com mod ily price level, exclusive 
of securities., would noi, however, be affected: security 
prices could rise without there being any consequent 
fall in other prices in general. 

44. This theory of transfer payments is, however, The theory of 
of no value in explaining reality unless it < : ;:i] lis I' 1 ^.';^"' 
plausibly shown that the recipient makes use of his value nni™ 
purchasing power without delay. "Without delay" ft bBeue*of 




■nadi: Ii i'.-d a 1r,n nsier pr.vnient to Pf' which enabled When 
the latter ta take over the goods from M; if a time ™™S"Xy" 
interval, however small, elapsed between the receipt |*y™J™ 
of the transfer payment and the use of these funds product 
for a price payment, then a postponement of the jJJ""' 1 Ltuil '" 
demand for the goods and a consequent tendency to 
a price fall would he unavoidable. 

The assumption of a lass of time resulting from It may «eil 
■die. (Tau sf er payment can he avoided only under one trln ,f„ pay. 
condition. If N makes the transfer payment to ^* SJfS,"** 0 

earlier than he would have made the price paymeui 

to M, then the payment by N' can reach M still without dafcyad. 
delay. It is possible to think of a number of institu- 
tions, or habits, which make it probable that many 
transfer pnymcTiis do take place more quickly after 
the receipt of income Uimi would (i-qvriditures on the 
market for L'Ooils. The income- recipient who hands 
over purchasing power to Ms wife or his housekeeper 
does it in such a way that the purchases take place 
no later than if he had had to go to the market 
S3 



himself. The debtor who intends to devote part of 
lr! 5 liifump i.u drill! pay mem will usually make the 
necessary transfer immediately- after he receives hia 
income, whei-eas lie will make Iris purchases of (com- 
modities only gradually over the income-period. 

Can we say the sarin- oi loans or of ibo acquisition 
of shares by savera? In a schematic picture of the 
circuit flow „f money, we might assume quite 
arbitrarily that incomes were paid out regularly on 

and the Commodity market on Saturday oi each week. 
In this case transfer payments, however large, would 
not delay ihe pim-liaac of poods; or. 10 use another 
'■eriniiHiloay. the demand tor mor-ev liY lire economic 
system as a whole would be independent of the turn- 
over on the credit market; or, hi use still another 
formulation, the increase in the "money work to 
be done," i.e., the increase in money transactions, 
would be "automatically" compensated by a rise in 
the transactions velocity. 3 

This institution of the Friday loan market and the 
Silltirdiiy commodity market i.-. far from existing in 
reality. IV evert helcss it is still possible that in reality 
someilriri!: dons take place which allow.-, llie results of 
tins imaginary Institut ion to be approximately 
achieved. Budge tin;: in advance by (lie majority of 
ineoinc-recipienls, for example, would tend to have 
the effect indicated. If the individual budgets to save 

tiat he will do this right at the beginning of tie 
income-period, so that his average rash kilance ""ill 
be loner than it would have been if he had spent all 
his income ou consumption . Thus, if lie buys the 



s Cf. the recent formulation in Artl-nr W \Urge:, 7!<: Tti'oty 
of Tritts, Vol. I, 1958, fcg., pp. 584 ff. 



set iir ili es from someone who wants to use the proceeds — 
in the commodity market, it is not unreal to assume Br 
that they will he" used there no later than would have ,r | 
been the ease if no transfer payment had intervened, oa 

A fairly plausible ease can thus be made out fur the 
hypothesis of neutral transfer payments. But the 
stroage thing is that very ten authors have bothered 
their heads about the loss of time caused by transfer 
pigments when they Lave been dealing with ordinary 
loans, relief payment*, tax payments and the like. 1 
It has been thought necessary to emphasize the lapse 
of time only in the ease of transfer payments connected 
with the securities market. In so far as it is simply 
a matter of the flow of purclmsln g power- throng]] the 
stock exchange i.e., the tranter of purchasing power 
from the purchaser of the shares to a seller who intends 
to use it to purchase goods or services, if. is dillicuH 
to see why the lapse of time should !i:ivc been tr.OESrllt 
a greiiter evil here than in i.iie case of ordinary loan 
I i :i ii- -i ions and ether transfer payments. As the 
argument usually runs in. terms of whether stock 
exchange credit has harmful consequences which other N 

prove that stock exchange credit, finds its way onto Hrj > c| t 
the commodity market in "no time"; the question "no^iroe" 
ia only whether the purchasing power transferred is 7,1 

likely to take "more time'' betöre it. bera ■> ul '■' ' 

for goods and services in the ease of slock exchange ' 
credit than in the ease of other kinds of credit. ' <*«""•-''*■.> 



Ii n.ls M..-.V 



STOCifüARKET, CüiEIH'J' AND CAPITAL FORMATION 



45. The reasons which may permit the neglect ot 
the lapse of time associated wit.}, transfer payments 
and certain analogous casea o£ price payments, particu- 
larly security iiansaoiions, are not sufficient to allow 
us to disregard the lapse of time which takes place 
when there ia a continual repetition of the earns 
The ■Ida.; fvtm. Tf the recipient of the transfer payme.nl agnii: 
iu"j ' transfers the purchasing power to someone else, and 

11 ■■ the jiuxi recipient doe; the same thing so that no 

nott.e demand for product* is exercised during this time, 

■ugh tied,— then the interval which elapses hefore auch a demand 
arises cannot he disregarded. 

A ease where a long chain of transfer payments may 
occur ia perhaps to be finind in eonuexion with the 
conversion and funding ot credit;,; loans that have 
just been raised may be used to pay hack old loans, 
and the sums repaid may be re-lenl. in older to be used 
again for paying back other loans and so on. However, 
no authors liavo r»fr:iTflei; this problem as an important 
one. Other casea, too, are conceivable where a series 
of three or four successive transfers may take place 
before the purchasing power is employed on the 
market for goods and services. 1 It has already been 
—mil noticed that successions of purchases and sales can 

"fur'.T 1 take place on the securities market, and that there is 
tiänJ u"ti,-.ji3 consequently a strong possibility that purchasing power 
aim ia" "int. ma ^ change bands many times without being used on 
other markets. 

We have already emphasized, perhaps more than 

nieii, lhat the purchase and sale of securities within 

the actual stock exchange, i.e., between the members 
of the stock exchange, hy reason of its clearing 
organization requires hardly any circulating media and 
that an increase in turnover scarcely requires more 
circulating media. Here, however, we are concerned 




DEMAND FOB MONEY TsY THE STOCK HABEST 



solely wi1.li oaymejils between brokers and the public 
wliiefi usually In It o plaee llirnug-h i,r(im;iTy eivcuiatmj; 
media, mofuly bunk deposits. ' f purcba jer A gives a 11 
c.hftijiiB 10 Iiis broker and solh-r B aska for 1 a cheque from JJ, 
Ms broker, if B then bauds Iiis cheque back to his fr- 
broker [or tbe purpose ot buj iijs; other securities and „V. 
(J the seller asks fur a chea'ac tor iii-i sales proceeds, fli 
and this process goes on repeating- itsclt, then for the 1,9 
time that it las! a ebeijiui accounts will be. tied up in" 1 
security speculation. 

The picture ju.-u: druun floes urn., however, represent 
che situation on all stock exchanges. In the Umtec 
States, lor example, it is by no means uaual for the 



ited. The broker 
I hank deposits 



age deposit and the seller acquires a brokerage deposit, 
wliii'l.. tili! [K'.vt lime lie buys securities , is ! ru nsfericd 
to a third speculator and then to a fourth and so on. 
In short, speculation by the public can also proceed 
without use ui bunk deposits, or, that is, without 
the use of ordinary circuiting media, so long as the 
seller doe.-i riol rcijuire his broker to pay out what is 
duo to him. (See Appendix B for a description of 
th(! ririvubtioti of bri>!.:er:s;;T d.rjiusits.j 

On some exchanges, however, it is usual for the 
broker lo .send it chorine to the feller of the securities 
"automatically," or, that is, without being espoeiiillv 
requeslcd to do so. And even o,, exchanges wbere this 



their funds away from their brokers continue to 
speculate, a chain of transfer payments is carried on 
with bank deposits. Such a chain also occurs when 
VW, bow- customers withdraw their funds from their broker in 
order to lend them (not on the same day) to other 
■wk und speculators, who perhaps again buy shares irotn people 
o-rikc «'ho demand immediate payment by cheque und do not 

.eposteto decide uolil laier either to speculate further or to 
.eposits, lend their fursds j a 1. cull. In short, when sellers keep 
1 1 1 1 ■ i [■ sale* proceeds, not with their brokers but on 
account with their bank, until they decide to use them 
on llle stock esclnirijfe apain. there is undeniably a lie- 
up of the deposits in question.' 

46. All tbut remains to ask is ; when are in use i.-ba.ins 
of transfer payments between the bank accounts of 
security spcculat-firs likely to arise? i'rom all Ibai 



nitre, through iiiMieiagu uccouiiU . . . the point about- t-bu 
3n"n.v i h f :1m whule iit..:.-s hub ti.iio. lint, tins . . neglects 
. . . the fact that securities wars bought by peoplo »11 over the 
in. try tbrou.itti IIiim- bank accounts." 



security transactions. Moreover, tie chain o£ transfer „„i y »i,™ 

sale piccceds tn purcliasc c.»t «nls (ir services (which will ail-ms 
most often occur if the seller is a firm issuing new p™", 
securities). Tor a continued chain of slnoli tra nsactionf _ taä „ lien 
it would therefore be necessary that the incentive to rent inve-a- 
new issuing activity, or, more specifically, the inceri- ["sl'L.i 
tive to real investment be smaller than the incentive J^™,*^™^ 

These expectations may he based in the first place on 
prospects of increased dividend juiyineots by the cor- 
porations. Jf the prospective profits of the enterprises i:i»d [mv 
actually do rise, there will be a correspnndin y desire i;,'^,^.!'' 1 
to expand and ail increased demand for capital on 
part of these enterprises. Tills demand for capital for for atmsluj 
itidus'ria] activity will induce hrms to sell iml theiv 
holdings of aeeurlu'cs I seen i: ties held in portfolio) and 
to float new issues : thn« t he same nio'ive which invites 
purchases of securities will also lead (he sellers to 
employ the sales prm-ceds in production. 

It may happen, however, that the expectations of a 
rise in the prices of securilies have no such material 
justification. There may be a feeling of optimism 
which calls forth a supply of liipiiii cash halances i'dis- 
hoardinsl •uliieicnt to turn it into an effective demand 



tor securities. This is especially likely to occur if 
the movement ia supported by additional bank credit. 
We shall return to this point presently. Here we want 
to inquire what happens in the case where there is no 
increase in the supply of money capita] and no rise in 
profits of the enterprises to tonn the basis for the 
i sudden development of hoom sentiment. The most 
probable result in this case is a quick recession of 
security prices. Tor Hi <:Jht -lock prices will invite a 

draw funds from the stock exchange and use them for 
real investment, will find that there are no additional 
funds to be Had. Chains uf speculative security trans- 
actions are, therefore, hardly likely to develop in these 



It is impossible for the profits of all or of the 
majoriiv of enterprises to rise without an increase in 
rhe effective monetary circulation (through the creation 
of new credit or dishoard i c.sr : unless industry is pre- 
sented willi a general fall in wages or a reduction of 
taxation. Under these circumstance? the improved 
profit prospects will, it is true, cause security prices to 
rise, but this rise will take place almost at one stroke 
and not by way of. a gradmil u |i«-:i n.l movement in the 
stock market.. Clinics of speculation can develop only 
as the result of continual price rises over a longer 
period. A single rise in the level of profits cannot 
produce a continuous rise in capital values and can- 
not, therefore, lead to extensive speculation by the 
public. 

47. A factor which is capable of evoking expecta- 
tions of a rise in security prices is a reduction of 
the interest rate. In so far as thin reduction occurs 
merely an the resuil of nr. increasei; supply of intended 



new savings, B the likelihood of a long-lasting upward Continus] 

easy to see that if dividend prospects are unchanged j"^™* 

will rise, 5 and it is moTe than probable that a sufficient 

ing by temporary holders and new issues) will bp 
quickly furthcoming: comparatively small offerings 
of securities will siilTVe I" ulisiirl) the increased supply j M ' "."| 
of new savings and to drain them off to other markets. w<ra!d 
For no matter how the supply oi lijfjici- capital derived 4 n,dil r a ' 
from current new savings may fluctuate, it is scarcely prices,— 
conceivable that the total supply of money capital can 
ever rise to unexpected dimensions as the result ol 
an increased flow from this source. If the public 
devotes only its new savings to the securities market, —if the 
and the new demand at once causes some groups of ^[J™*^ 
securities to become "firmer," it will not be necessary inwoded 
for the purchasing power of the public to be withdrawn S * VI "B E - 
from the commodity market until it has "run 
through" all the securities quoted on the exchange 
and has adjusted the prices of securities, one after 
the other, to the new market conditions. In reality 
this task is performed by quickly reacting professional 



of course, very ofd fashioned ßince Keynes 
liie ui'ere^l. rut r- ?.:<.h?c ns r.-i ii:il.-r..-:i'ii:r.l v 



t a, mora plentiful supply of intended 



<:>;■!" ''<■>-.■' .<;»■<■ ■■■'el .-[ fiiain -,r I!,' h.ihuvct »! ttit. Mo 
Wirket. 1,11 Ik'i Sind: Mute!, rul.r.i-.uicii lir,»Nin S s 
f Ecomjrsilcs, N«w Ynrk 1925) iiiif.lv »11 o i a: Airily cLscm 
cisntilic apparatus to verify this timpls and obvious I 



speculators who require no i 
transactions. The public's i 
because the professional sp 
the public demand, will aire, 
of security prices and thus 
supply of securities from til 
If it were not for the e 



for security purchases %voiild suon lie exhausted, since 
-f even u la rye supply is ultimately limited. The supply 
of flunk derived solely from em-rent, iiiin- savings ami 
current, anvirt i^itiiui allr.vmure- is fairly inelastic, and 
optimism about itie development of security price?, 
would promptly lead to a "tightening" on the credit 
market, and the cessation of speculation "for the 



us The :«i-L'iJk'd " 
discussed in ths i 



HfcMaND FOB MONEY ET THE STOCK MARKET 



fesaional speculators cannot anticipate the entire Nince credit 
development at one stroke because Ihey do not know condition i or 
to what limits the credit expansion will go. The ''\""" l ',' ü [. 
upward movement of security values which is kept hj„.ni!!>. 
going by this means is capable of producing a chain ^ ^l;,, t 
of speculative operations, and it is flion possible lor i.j^.ls «biet: 
the money derived from credit expansion to remain ' c ."{. ' 

payments connected with stock exchange transactions. 

It does not, of course, depend on the origin of 
each particular dollar coming onto the -lock exchange 
whether it will be drained off to other markets 
iniiHeiluitelv or only ur.er some delay. This is not 
what was meant when we said that it is the money 
derived from credit expansion that is likely to he 
tied up in stock exchange transactions. It is of course 
possible tor funds which eome out of real savings to 
"get si u.rk" in the way described, but this is only 
prolicide i:' partuttl.itrh abundant ereilit supply Iiji s 
been produced by the emergence of inflationary credit. 
It is not the origin, bnt Ibe ' excessive dimensions of 
the supply of credit., which is Ihe decisive factor. The 
supply can, however, reach these dimensions only if 
it mines from an in flat ionavy source. 

48. We have shown that it is possible for bank 
deposits bi lie tempo in ri Iv liet.l up in stock radiance 
operations and so not to flow immediately into "pro- 
ductive channels." Does this fend support to the 
view that there c;in be an "absorption ol' i he country's Tht jm*,-.] 

credit in speculative security operations to an alarm- ',':!^L'j' [ 

ing extent" 1 ; or the view that stock exchange opera- 't 
ttons rob indusin and ''legitimate" business of t be |'- ins _ 



1 t'ed-ra] Rpservij Haan], .Inn,™) if.-^ufl for 1929, p. 1. 
93 



We have given sufficient proof that only a very small 
fraction of all sumk i;\i:ha)i fjc i rarisiir.'i iuna are capable 
_ of tying up bank money. Moreover, it sbould be 

' ' rather to periods waen inflationary' Credit was 
being created; 

(2) the monoy which flows onto the stock exchange 
and is tied up in a series of operations, need 
not come directly from stock exchange credits 
(brokers' loans) but that any "inflationary" 
credit, no matter in what form it was created, 
may find its way onto the stock exchange ; 

(3) an important distinction Las to be drawn 
between a delay in the productive emplovri!™! 
of funds derived from intended savings and a 



temp.>rBj-j eschange, there would b 

„( ih, mm, 

inflation,"— people have b 



that stock exchange speculation by tbt 
tie up inflationary credit will probably 
ed an evil once the effects of this inflation- 
!i priiii iir.'t.'uii are rea[i?i'<[. 71 i nil:] i mr,;i rv 
held up 



uecis or rnis innation- 
lized. If inflationary 

my 



I,. i ■ ii, ■ rs of sucli dmge 




ribiiig the conditions necessary for a long series 
itansier payments. The results of our analysis 
■ent us from making the mistake of speaking 
(rally about the "deflationary effect of the stock 



of various classes of enterprises and some sellers may 
hold their funds on bank account for intervals between 
transactions. As various sellers "get out of the — l»lor«t]» 
market" and as new issues are floated, the inflationary , u'','.m..V %. 
credit is drained off into production. 1 Ruction 

The phenomenon of Ok; lempurary tie-up of infla- 
tionary credit in security speculation would be very 
useful in assiäUTig ihr; :uij!ict:iry authorities to frame 
their credit policy. If the volume of credit of all 
(lie hank* and the movements in the securities market 
were carefully watched, it might be possible to put 
an early brake on the boom and thus succeed in 
avoiding a more violent reaction. A restrictive credit If thorn wets 
policy applied at the right moroout would check the '"J!"'* ' '' 
progressive watering of the capital supply through rLnm.' oi'.mi, 

the expansiveness of bank lending. A measUTe oJ ... ., 

bank policy- of (Ins kind should not, however, be of credit,— 
associated with any such foolish slogans as "Down 
with stock exchange credit and let industry have it!" 
because the very purpose of the measure would be 



Ii to stop the expansion before the credits had given 
an excessive stimulus to industrial activity. If the 
Mock exnliiinpe madly li nd (he powc-r to absorb infla- 
tionary credit, tor s.""id ami for all, it would probably 
be a very hfa'tliy arr^tiac merit liom the point of 
view of industrial production, because the misdirection 
of investment which is caused by the "art.i tin ally" 
easy facilities for procuring capital would he avoided. 
In reality, however, stock evchanj.'.c ', ninsacl Ions tie 
up only a relatively trivial amount oi the inflationary 
credit and ilu so merely for a short time. The stock 
exchange credit« begin to "woTk" only too quickly 

of the stock tsriump withdrawing money from 
Industry, but should takp advantage of a temporary 
.localization ot the inflation to try as far as possible 
to neutralize the overflow of the latent part of the 
inflation into production by putting a brake on the 



a on the 



: ] 1 ihl: I ,-..■:'.]■- ;ii.-ii..:i1nl/ |.lji. I:.i:.i \r [a: 1]]. .ifnvated early 

lair.ugti . . . 'J:v r I ■ "-I ■ r? I ■.vm.'.il rn.l. j.Tnr Wl i : .! Li ■ 1 1 ; al fv happens IB 

' ■ ■■ ■ 'I ' ■' 

loom liaa passed its zenith and approached a^imit." 

I yree entirely with Professor Ellis that the inflation absorb- 

If "the newly" created credits* In practice, therefore. thers can 

inflation. The problem might be put in this way ; Asaume that a 
■ :n-il it. .:\]-ni,v.ii'n ia taking place at the rate of 100 units of monetary 
nimlia ]..■]■ nr.it ill '.ime. A large part of tbis new money passes 
llLroiL^h :h'- ■I'A'k CM.ii:ir:Li". 1 r- :vs[h:ji*h' i ■! IIa: rL*i> in ahara prices 
iviHe "üirülcs lit Ilu: [■.all- l.-.-pi:'. after Lima 1.. jret interfstall 

in stock" speculation. The resulting transactions "tie up" some 
money, let us say 5 or 10 iina^, so 'hit in .>ach unit of time, instead 
, r lilii j ill I.., only 95 or 90 units of the newly created money flow to 
[he induatrial markets. Thus, given a constant rate of credit 



CHAPTER VII 



■lit. There ure a considerable number u£ author- who 
n.ganl lie volume of loans to stockbrokers as a 
measure of the In lids winch have flowed onto the stock 
exchange or even as a measure of the funds that have 
been absorbed by the stock exchange. In actual fact 
it is neither of these things. 

The total volumo of lending l.o linker* wiihin any Tim volume 
periud may he substantially smfilhir than the ;i r-iy :i n i, n» 
of money capital which has flowed onto the stock ^^»^»J 
exchauL'e, ur it may be greater. There is no definite fundi ihst 
relation between these items, nor even any necessity Jöto'the" 1 
for them to move in the same direction. "Why this is s^ck 
so will be explained in the course of this chapter. csdlan ^.-- 

The analysis given in the previous chapters shonld 
have made it sufficiently eleur thai Hid volume of loans 
to brokers has nothing to do with any tie-up of -and •till 

The subsequent sections will complete that exposition, 



»i 'Otts BtiH 

credit expansion should in any case be checked (and the sooner 

ike I'Sllov'l. aill ]|..I. I.H v.-ijrjiid b. il.'j I : fn,^i";i v :l:riL 
].jri inflation will be ahsi.rhi'd b_v speculation in tts may 



^dentally, 
loss in stock exchange t 
Ly. W« thai! deal with 



ITilCKMAK.iiLT, CliUDIT AMI i -.1 : . II. HIRlHil 



iit:. .!;■■■■ 



ram Ma customers (or for their account). His out- 
oings, apart from loan repayments, consist mainly 
n payments to other brokers for purchases from lliem 



receipts from far on aeeount ot; customers, and on the 
expenditure side, paymcnla to brokers and payments 

brokers as a group, I lien I lie pavmenl s between brokers 
would of course cancel out, and only the payments 
from and to customers would remain. The reason 
why we select for inspection a]l brokers together 
instead of a single broker is that out object is to 

ents explain the total of brokers' loans and not loans to 
individual brokers. The individual broker will of 

lout for course need to borrow when he has to pay a clearing 
difference to another broker, but the latter will repay 



■f Brokers' Loans,' 1 A /u,:T:rMi, 



lii.wd on Eitcman's investigations. The i 
.ill: ill,. K >.'r.vk S;,-,.; ; I'^i l- i.-i-,.. ivl.i,. 
.S i L :l.l 'W:\j kiTi.Hi.l- " '. " h i ■ ■ I n:-. 



i in part give other ri 
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amount and in the meantime applies it to the purpose 
of reducing hia bank debts.* 

The total of brokers' loans declines on this day by 
«20,000. 

Tuesday: Mr. A gives his broker an order to buy. 
The broker buys the shares ordered by his customer 
for $19,600 from another broker who is selling the 
shares on behalf of his customer Mr. B. 

Settlement does not take place until the nest day. s 
To-day there is no change in the positions. 

Wednesday : A's broker borrows £19,500 from hie 
bank 1 in order to pay to Mr. B's broker. The latter 
credits his customer with 819,000, but as B has not 
demanded payment ho (B's broker) uses the $19,500 
to pay off part of hie own debt to the bank. 

On this day the total of brokers' loans has not 
changed. 

Thursday: Mr. B gives hia broker an order to buy 
$12,000 worth of stocks and asks for payment of the 
rest of what is due to him. The broker borrows $7500 



I li there were simultaneous withdrawal* of funds on the^iart 

., i:-i..iv-iih:i:I: .^o : lint- the funds would have the effect o : rukii: 
i[ i'-i'i.-.;e--.,iiv !::■]■ jiiirj !.. ;ih;: I.::. Lank i ]■ '■:■ I.:, . If :i.> l:.n] []■:, 

Iiiir.k dcbl=, !]e v.rvii'ri ilk..: f!ic. fainl;. rimcivid io Ifirni !■> other 
!i-.iUr-- llni. :iu. bnr.k deciü .jf nl. lookers together would 
ll. : r;-n,> A = clierTnii" .^-mpip. .Mr. :,:i:l -lyi.il.i ir-.v. tl:r'.. 
Hliti:^ oul l.i ;ir..oi:rr., bremse lit! ilii mil aller I )ie result, i f.., 
the rr.rvvii- ■■■ n ■■Ilm II. r .uri.il ■ -~ ■ ■ ■ I liiv . ■. I'm ■ I n v 

purposes^' But this is naive. Tt would be ridiculous if they 
■.'.Hvp ■:. .Li^unralaie enormous bank deposits instead of using their 



ttJement was on the second d;iv f.ilb'virijr t^ie 
:e September 1, 193B, Tuesday and Friday of each 
tent days. 
& In practice he will borro 
This is, however, simply a maimer m aumiig l 
number of transactions and can bo innored here. 



ir of adding together a 
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would not in itself necessitate any giovdh in brokers' 
loans, i'or it the people whose ,-itocks :up sold to the 
"margin s-pecuUitots'' ilu not withdraw the snle? pro- 
ceeds from (he stork exchange, lhal. is to nay, if they 
do not take thein away from their brokers, the bi'okei'H 
luve nothing to pny out and do not need to borrow 
anything. The buyer ef the stocks will have run up 



The buyer will have bought wilhoul paying in the 
amount due, and the seller will have sold without 
being paid Ihe amount due. TT the buyer and the 
seller both keep their accounts with the same broker, 
then there will not even be any alteration in the 
borrowing position* of iliij individual brokers. If 
the buyer and the seller keep their accounts with 
different brokers, then the broker of the buyer will 
have to take a loan and the broker of the seller 
will he able to pay hack a loan : or in the case that 
this latter broker has no debts he will himself lend 
to Ihe broker of the buyer. 8 

Thus, the total amount of brokers' loans is directly 
depenrlenl neither on the stock exchange turnover, 
nor on the level of security prices, nor on the new 
'" margin debts incurred by speculative buyers. It is 
dependent only on the difference between payments 



;liri'ii;!k ill" :i;:'.n..y of a ljiink and of iLiinthir :: 
of this oilier Ijrokisr, brokers' loins will rise. 



customers who have sold shai'ei jur ore collect-in f; divi- 
dends). What these sellers, whether they be owners 
of old shares or issuers of new shares, do with their 
money is of course not apparent from tie statistics 
of brokers' loans. All that may probably be concluded 
from the statistics' when they show a rise in brokers' 
loans is that larger sums have been withdrawn from 
the stock exchange, that is from the brokers, than 
have been paid in to the brokers. 

Let us again illustrate the relationships by taking Be 
another week's transactions. (Ledger balances are ' ti 
shown in Appendix A.) 

Monday : Mr. A, who has deposited securities to 
the value of *20,000 with Iiis Imjlter, i< njii.nii Isric 
and desires to buy more securities to the value of 
§10,000, i.e., he takes up a "margin loan." The 
broker Iray.i ike share* from another broker who is 
selling them for the account of itr. B. 

Settlement, does not tuke place until the lollowi njr 
day. 

Tumlm/ : A'j. broker Imriows £10,00(1 ;md pays this 
sum to B's broker. The latter credits B with the 
amount and reduces bis own debts. 

Thus brokers' loans in the aggregate have not 
risen. The margin debts of customers to their brokers 
have risen (since Mr. A now has a debit of $10,000 
;ijjjiirini his account) and the brokerage deposits of 
customers have risen (sim-e Mr. B now has a credit 
of §10,000 to hia account). The margin debts of the 
brokers, i.e., the sum u f brokers' loan;, have however 
remained unchanged. 



a Only pr[]t,;i.b]y, l.ur. ji.i: v.Llil ;.-lLijjlty : ;i- iijiv. !"..[ ,-\ :i:m 
i'r. r.. ... i Kr'.;!, 1 1 _ i ■ i : - - -■ ■■■■"Iii:,: r'ci ■::].. 1 ■■. ;irrl ■'.it; ],■■ i"i:ri]-. i i i-Ii.m- 
in this chaptpr. 



Wednesday ; Mr. B orders hie broker to pay him. 
$5000 (of the $10,000 due to him) and to buy certain 
shares for $8000. He thus incurs a margin debt to 
the extent of $3000. The broker borrows $5000 to 
pay out to B. He buys the $8000 worth of shares 
from a broker who is selling them on behalf of C. 

On this day brokers' loans hare increased by J6000. 
Selilrmeui of I he stuck piucliase takes place to-morrow. 

Thursday : B's broker borrows $8000 and pays this 
amount to C'fl broker. The latter credits C with the 
$8000 and uses them to reduce his own debts. 

On this day the total of brokers' loans has not 
changed. Tt will not change until C, or somebody 
from whom lie buys ol.iier siiares, withdraws money 
from the broker. 

Review of the week: The sum total of brokers' 
loans has risen by $5000. This is the amount with- 
drawn by B. The margin debts of customers have 
risen by «13,000 (A borrowed $10,000 and B $3000) 
and the brokcrusfc depots of customers have risen 
by $8000 (which were credited to the account of C). 
The difference between the growth in customers' debts 
to brokers and the growth in customers' deposits with 
brokers (which are identical with brokers' debts to 
their customers) is balanced by the growth in brokers' 
debts to the banks. The increase in lending by the 
banks amounts to $5000; the new brokers' ban led 
to the creation of a bank deposit which was placed 
to the account of Mr. B on Wednesday, What he does 
with it we do not know. He may use it to increase 
the slocks of materials or the equipment of Ms Srm, 
he may buy his wife a fur coat with it, he may lead 
the money and earn interest on it (see § 52), or he 
may, in certain circumstances, leave it idle (see 
Chapter VIII). 

The expansion of bunk lending was help the source 
10* 



of the flow of money capital to tie stock exchange, 
lint it had no sooner flowed onto the stock exchange 
than it flowed out again, since the brokers' loan was 
only borruiveil for the specific purpose of making pay- 

These interconnexions have been described with 
remarkable clarity by Eiteraan. He comments on the 
enormous figures of brokers' loans in New York in 
1929 in the following terms: "Since increases in the brok«»'I« 
total of brokers' loans represent an excess of customers' & 
withdrawals over deposits, it follows that the huge m lndimtin 
brokers' loan total of 1929 indicated the amount of j^i'^'i 
funds withdrawn from speculation rather than the (j^'J™™ 
amount diverted into speculative channels for pur- m ark«t,— 
poses of aiding- stock gamblers to trade on margin. 
Whether these loans also denr-ived 1 c ■ i i.i null« business 
of needed funds depends upon the uses to which the 
funds were put by those who made the withdrawals."" 
Tf the sellers who withdrew these funds bad themselves 
used them to purchase other securities a couple of 
days laier fas many oilier aulhors IlioiiLjhl was liki'ly), 
brokers' loans would have declined again, or in the 
case that the next sellers had immediately withdrawn 
the proiceih, would at leant, nut have increased any 
further. "Hut some croup inusl Laie sold stocks with- 
out repurchasing, .for the total of brokers-' loans did 
increase. During 1928 and the first nine months ol 
1929, corporations whose stocks were listed on the New 



■S3.0 42,120,01 
of brokers' 1 



•> K a hin mi], ov. cit,, American Economic Ben 
XSII^p. 77. 1 shall have to oualify thi, atat«™ 

1 Eitoman, op. nil., Quarterly Journal of Ecanoi 



51. Many authors were not prepared lu accept this 
■niiM-firoliil ion «I ihn heavy increase in brokers' loans." 
The statistical correlation between brokers' loans and 
■Songwriters stock prices was tuu sii'.i k i ii ir- "Tin; f>reai ii 
hier -ate in" brokers' loans was a function of stock price in 
brrj.ers' Irwin A n il in say i r,g I his 1' n.i fei« i.r lici.'Hiiii-; mi iii]i.!ir.i]i!c(]ly 
b/sirjokprict expressing the opinion of many (it his colleagues. It 
inor.MM,— j s interesting to note that in this statement (true to 
the tradition of t-lio Hanking School; it is not the 
stock prices winch are l.rcaiod as a function of the 
volume of credit, but the volume of credit which is 
treated as a function of stock prices. If what is meant 
by this is that in consequence of the higher prices 
the value of the turnover rises and the brokers require 

belaid at once that it is simply not true (see § 40 
-MiiecMly above). Yel Professor Ellis also believes that "Local 
b™I°™ would brokerage houses can no more expect to carry through 
B«i.lirgsr a larger volume of business with the same credit 
tam.uSg.' balances than can a local grocer." 4 It seems to roe 
)h S , rtum- (kilt, this misses the essential distinction. The local 
grocer cannot help having his till fuller at the end 
feol-y:— " °* a kW tnan on a "h.en business has been 
slack. But the broker who has heavier receipts from 
customers, and in addition expects an active balance 
— thareisno in the stock lixHwrisj'i clearing-, will use his receipts 
neceHBi"y for eTen ^ OTe t ' le eu ^ Q f the day's business (he may use 
Jacgvr part of them even before the stock exchange clearing) 

,— either to repay his debts or to lend out at call. There 
is no reason why he sheulil Leen krjjer bank deposits 
in consequence of the higher turnover or merely as 

3 E.g., Benjamin H. Boekliart, "Fluctuati'.'iiö ii- lli ::-^':i--' E.i.liiil. 
lai Interest Rates," Proceedings 0/ the Jta^mj at /'i-htir.ni 
.v:i««r(, Vul. 1SJ0. ;i. .'.3: "The rite :r, LiLlitLi, 1 l..a:is did 

nr.! r.'neni :■. nl-a ,.f tn.nx 11:;: ii i.i.l-'.l.. Wt uri eld method 



i^.M.l.Ml !';■!< l.>:.!'.-^ ÜY Till-: M.H'K .M A ]; i\ ]■! J' 



a result of higher stoek prices. Hut even where rules 
or conventions or convenience induce the brokers to 
i;ee|> Uii'^er liink bniiiiici'o when thoir turnover or 



ol their guius by those who want Ui consume their 
additional "income." (Bj to withdrawals ol the whole Higi. 
of the sales proceeds by those who want to "get out" J™" 
of tie stock market, and (3) to the notation o£ newyi 

The rise in stock prices may thus be said to explain !to ° k 
the volume of brokers' hums just in so far as it explains B™ k ' 
withdrawals of sales proceeds; to treat it as being in with* 
some way antithetical to these withdrawals is a grave 
misunderstanding. 

Earlier we drew a uoiilr;i«c- between tlie thesis tnul 
(he volutin- of credit is a function of stock prices, and 
the thesis that stock prices are a function of the volume 
of credit. This antithesis is fuujid very frequently, 
but unfortunately no care is token to make clear the 
not unimportant fact that "the volume of credit" 

Art of CeniraJ Banking, 'London 19S2. p. 70: "The favourable 
Tii:ivl;ri tor '-.li:.'.^ :_ 1 : --. i. ■ ■ I [K:.. i:- r .J?h, Lli;<1 1 L_ c :iss 01 prices of 
-ri:iv"- yi. l.l.H -|..-. mImI jtrofitB." 



means in one case the "demand fur credit" and in the 
other case the "supply of credit," An ample supply 
of loanable funds will lead to a lower interest rate, 
and, under certain ci rciim.i.n.ncee, to increased business 
activity and higher stock prices. The higher stuck 
prices lead to withdrawals o£ funds from the stock 
market by the sellers of stocks, and thence to a demand 
for credit by the broker. In what follows we shall 
try to show that the money which flows ont of the stock 
exchange may muiici i n:e~ rr;i ppeai us pad. of the credit 
supply und make further rises in stock price- p'.^ibl«. 

t 02. The high stock prices offer corporations a rars 
opportunity to cover their past, current, and future 
capital needs in the most favourable terms. Capital 
may have been raised in the past through unfunded 
debts or through the issue of fixed interest-bearing 
bonds. The high stock prices provide the corporation 
with the incentive to alter its financial capital struc- 
ture by paying back the debts or the bonds, and so 
reducing the interest charge and raising its profits. 

ing investment which is undertaken only because the 
conditions for obtaining capital are so favourable. 
Finally, they encourage the raising of capital for 
which there are as yei, no specific investment plans: 
corporations do not want to let so favourable an oppor- 
tunity for obtaining capital pass even if they have not 
drawn up their investment plans. (In the United 
States, the regulations of the Securities Exchange 
Commission have made it impossible to raise capital 
for as yet undetermined purposes. Stock issues of 
this kind were not infrequent during the boom of 
1928-29.) 

In all three nines ( refunding, new investment, and 
indefinite plans') tli'i proceeds of the stock issues are 
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in the first instance withdrawn from the stock 
esohange, so that if the purchasers have procured 
funda hy tailing up margin loans there will be an 
increase in brokers' loans. In the first anil third eases, 
i.e., where the newly raised money capital is not 
immediately used for the purposes of real investment, ThefjimJ. 

return there in <m 'of two ways" The corp'crXns^or 



»'lums I" t!e s:fic!; o>:i-naiic.e. MriCTly <pei.fcing, 
of coutso, they do not go back "to the slock exchange" ™VJ 
for they are only used there in order to be paid out to loam 
other persons and corporations. Thus, the cash JjJ^j 
balances of one eorporalion may he transformed into with< 

The analysis becomes incrtasiiujly complicated as Tliirt 
we proceed, and it may be helpful to give a new illus- trat " 
tration of the t run sad ion- of an 01 k.--r "week." (Ledger 
balances are shown in Appendix A.) 

Monday: Mr. A, who has a large deposit of fully 
paid-up stocks, orders his broker to buy $35,000 worth 



of stocks. The broker obtains them from another 
broker who carrion out the safe on behalf of Mr. B. At 
the same time (is ho lu.lereil his broker to sell these 
slocks Mr. V> a]-!M iT i j t-c L i.cl . i r 1 1 l.r> |iilit1i:i« oilier sioc.ss 
to the value of $53,000 of which $33,000 worth are a 
new issue of corporation M. The broker buys the 
reniainin^ -?2I.!lO0 wuri.li from imuHu-r broker who is 
selling for the account of Mr. C. 

Settlement taken place on the following day. 

Tuesday: Air, A recti ves vcriani foul.- (hat he had 
been expecting and pays in $10,000 to his broker. He 
thus remains in debt to the extent of $25,000. A'e 
broker borrows $25,000 from Iiis hank and pays 
$35,000 to B's broker. B's broker pays $32,000 to 
corporation M for yesterday's sale a and $21,000 to 
C's broker. B's broker must ibereforo burrow $18,000 
from his hank for his customer's purchase C's broker, 
who, so far, has received no further orders from his 
customer, credits him with the $21,000 sales proceeds 



($25,000 plus SIS.OOO tniDu* $21,000). 

) Wednesday: Mr. C orders his broker to buy him 
$20,000 worth of a new issue of corporation N. The 
s broker makes the purchase. Rti iltirtent takes place 



Thursday: Corporation N withdraws the $20,000 
deriving from yestiirday's sale, of stork. The broker 0 



Ji - :ilh though corporation M had conducted the sale of its 

n.:iv' !s:>ua iw.j through this broker, and as though (lie s.i. : n 
-r, ji; l< :i |.rr.-i.ii;i 1 he ivlmlv '.if I ho --sua. A .J J-rnpIetcly realistic 
n- >■ 1 1 . . :h L I [..Ii ivoul.l no I, Uüwüvor, altHr the results. 
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takes up a loan offered by corporation M 1 to the — thutthwe 
amount of $32,000 and (after paying «20,000 of it to ^'f™^' 
corporation N) pays $13,000 back to his bank. Mr. ^* T J llil!ll 
B asks Lie broker to pay him out the sun of §(1000: mayserteto 
his broker finila Mr. B has sufficient margin so he ^^'\*" na 
borrows the $6000 from his hank and remits them to brokers :- 
to B. 

On this day the margin debts of customers have iiia.niiej- 
risen by $6000. Loans granted by the banks for their ™J.*te 
own account hate diminished by $6000 ($12,000 minus 
$6000) : brokers' loans on account of others have risen r,i mh,'-- 
hy $32,000. The aggregate of brokers' loans has thus 
increased by $26,000. withdrawals 

Review of Ok week : The aggregate of brokers' loans 
has risen by $48,000 of which $16,000 are on account 
of the banks and $32,000 on account of others. The 
margin debts of customers to brokers have risen by 
$49,000 (Mr. A $25,000; Mr. B first $18,000 and then 
another $6000). Brokerage deposits of customers hate 
risen by $1000 (Mr. C sold $21,000 worth of stocks 
and bought $20,000 worth). 

The rise of $48,000 in the total of brokers' loans is 
explained by the fact that $58,000 hare been with- 
drawn from brokers and only $10,000 hate been paid 
in to broker-;. This payment came from Mr. A, and the 



r;<ir^]<irru 



äcil in Iht si:i. J isi.i^ü. Ti, may h.i Oml ^..n.. 
c?3 anxious L'i maks tliesa call loana if the hanks 
[termed iaries. Tn tha above osampla wo assuma t 
OB fenda money at call without a bank acting a. 
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withdrawals were those of the two corporations total- 
ling $52,000 (M 332,000 and N $20,000} and the 
S60Ü0 taken away by Mr. B." 

What does this figure of $48,000 signify? Was the 
amount of funds which flowed onto the stock exchange 
Hü« mud, $48,O00P Or was it $58,000 so as to count the remit- 

ii... tances by customers as well as the loans? Neither 

•took ^ the one nor the other oan be seriously argued. It 
would be quite un [■e.iMmable In calculate that on the 
Tuesday in our example $33,000 ($10,000 paid in by 
customers and $23,000 derived from bank loans) flowed 
onto the stock exchange and that on the Thursday a 
/urlher 826,000 (in the form of loans) followed. These 
m.K?ö.e "additional" funds were in fact still the same funds, 
rou i:iLTi;;i.iM parts of which were transferred from the account of 

mrporai i.i:r; L\I to (lie account of cur [juration N and to 

inty'i™™* ' the account of Mr. B. If corporation N also offered 
amount 8 credits which were used to finance company O, and 
aeveul times, this process continued, one and the same dollar would 
wander on and on from one account to another and 
'jauju ihc Ida] o.f biTKeis 1 luai:s lo with each suc- 
cessive transfer. 

53. What is the amount which can really be con- 
sidered to have "flowed on" to the stock esohange in 
Tho 1 epos it our example, and what has become of it? Let us 
bjasi.nr- asaume that the $10,000 paid in by Mr. A had been 
saved by him out of his current income. These 
|10,O00 must undoubtedly be treated as having flowed 
— anlloans on to the stock exchange. In addition the banks have 
b"itfforown g rlmted credits to the extent of $16,000 net. Thia 
account sum which may be assumed to be the result of credit 
™' fffl""— expansion by the banks has also flowed on to the stock 

* In our e.vniidl.' 1 1 ■ ■ ■ I" „.i^ "illy VCiy Iii Li., r< -inl L^-.. L L L i : :l of piii-IUs 
Ith,-- prr-.fii-^:km|. i.: Mr R! sin! I.I-.h'i- »iit ™ liquidation of bull 
|:. „li : ■ ■ .- 1 :- . Tili; ■■■-iiv 1.1-1, t""-iil ,il ■..qiiu.l !.i : .,;cil hy tho corpora- 
tions is so hiph in relation to the tutal of brokers' loans. 
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time 2 by this "merry-go-round" on the stock exchange, 
can we say that the level of brokers' loans is any 
sort of indication of the amount of funds that is 
thus tied up? If one dollar passes from brokers' loans 
räiti^the 111 * 1 *° new s ^ are capital, hack to brokers' loans aud j^-limi 

ii.r l to new share capital, and the same process repeats 

to^ ?n*ltMe* itself many times, the aggregate of broken' loans may 
efthMB rise -very lugh, hut the one ilnlinr remains one dollar. 

54. In our example the $10,000 of Mr. A and the 
$16,000 from the banks ($36,000 in all) performed the 
incredible task of financing a withdrawal of $6000 hy 
Mr. B and new issues of $52,000 by corporations. But 
the task does not appear to be so incredible once it 
is realized that part of the financing of corporations 
Cm orations, [ s 0 { a rather pHnuliar char.tctpr, viz., that the share 
1«d'j to capital subscribed is lent to the share purchasers. It 
filu!i'cc*iu would of course be a mere coincidence if the new 
[mi i.he i>.ir - capital of any particular corporation were lent, 
■ " r through iiu>. agency of the banks and the brokers, to 
by tic new the corporation's own sha rcholders ; but there is 
c a i era. ^(j^ng exlraord inary about corporations in general 
lending part of tbeir new share capital, via 
broker;.'' loans, to the buyer; of shares in general. 
What this amounts to is that the buyers of shares 
remain in debt to the corporations for a part of the 
price of the shares. 

This fact is of no small significance. The circum- 
stance that the buyers of the shares, even if only 
j ruliicf.tly , have beci.mn? debtor; of the corporations, 
means in the first place that the money capital aei.uall y 

S J. H. Rogers is nf Ltlf .minim, rh:it- "hevwl It-,: tirim required 
' ' ■■■■ " '!■ " \ I'M'' 

r r 's:r ''l' SdS^^ 

Journal nj F,a,n,»:<.i.:- . V::l. XT,. r . 4M. Tin: If llnv. i.. n 

of tranter payments, the process can Always go on lasting "one 



received by the corporations was leas than the full 
amount of shares sold. These purchases of shares 
required neither the money of the shareholders nor 
bank credit.' Since those who bought the shares and 
borrowed the sales proceeds (indirectly) from the Fi 
issuing corporations did not need either the savings ^ 
of the public or bank credit for the purpose, it is it- 
obvious that in this case neither the savings of the „ 
public nor bank credit can have flowed onto the stock >» 



rather surprising then if these credits were to be ™y™l'e™ 
called in 1 so gradually that the owners of the shares rl " re ~ 
could pay them off out of current savings. In the _ oniof 
absence of this possibility the repayment of the fundi JJJJJJJ] _ 
to the corporations can come from the following 
sources: (1) the gap may be filled by a,n increase in 
bank credit; (3) owners of liquid funds may buy the 
shares at Ion- prices ; (3) corporations may buy the 
shares, or other securities, 5 at low prices. 




ie (1) loans to the brokers by the banks on 
their own account are substituted fur loans on the 
account of others. The new bank loans create bank 
deposits held by the corporations. In case (2) the 
ag-grejvatc of broker;" loans undergoes a sharp decline, 
liank deposits previously held by somebody as liquid 
with idle reserves now beem-nc Oejwsils of Lhe corporations. If 
nd, ' — the corporations have a use for these cash balances, 
an act of dishoarding can be said to take place. In 
case (3) the total nf brokers' loans; falls sharply just 
as in case (2). The corporations obtain shares 
or bj soli- esuf-oiii! ly i hen pi \ i rriiii those fin owed '''them" (only 
gjscurme-s j n d i ±~t'*; t-ly "them") the purchase price. Here bank 
rpirs- deposits are neither transferred nor created nor 
,— destroyed. The corporations simply take securities in 
payment of loans outstanding.' 

Those who believed rather naively that an enormous 
amount of stock exchange credit was absorbed by a 
rising stock market also thought, when they were 
consistent in their reasoning, that the credits absorbed 
were set free, either wholly or in part, when stock 
«1, of prices fell.* A glance at the list given above of the 
l'l'Tir* 0 possible wavs in which brokers' loans may be 
■ek^d" by liquidated shows that the story of the release of the 
'L't' : '<'" 1 CTedits is no traet thaa tke stor y of tkeir absorption. 

c'loüde out" rrea ''"K many dollars' worth of brokers' loans. One 

in this connexion f "The total of brokers"' loanB, hence, repreeeiits 
not the amount of credit used by Bpeculaiors^at^the aigense of 

of speculator^ (op. cil.f Journal oj Political Economy, lfl^Tp. 

' See Hans Richter-Altechsefter, "Sern« Theoretical Aspects of 
Sinei-; ■iiav.it! ? i -seulati i:i . ' ' /.>»W oj f'o: v. IS.':. 

Vol. XXXIS, p .SbS. "A declining stock mavirt. al hsst implies 
a replenishment of the 'capital reserve' [i.e., capital supply) to the 
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dollar may become sales proceeds and brokers' loans 
and again sales proceeds and so on, and in this, way 
produce a continual increase 111 the figure for brokers' 

But many dollars' worth of brokers' loans may also J^jjjj*' 1 
be created by no dollar at all. This may best be dollar!" 
explained by going straight to an example, (Ledger 
balances are shown in Appendix A.i 

Monday ; Mr. A who possesses a large deposit of 
securities and thi'i'cforc has jiiffif icii t. margin wishes tjun — ' 
to buy $30,000 worth of shares on credit. His broker 
obtains them from another broker who is selling for 
the account of Mr, B. 

Settlement takes place on the following day. 

Tuesday .- A's broker borrows $30,000 from his bank 
and pays this sum to B's broker. B's broker baa 
rcci'ived no further orders from his customer and so 
credits him with the $-10.000 and reduces his own 
bank debts by the same amount. 

Mr. C asks his broker to buy him $30,000 worth of 
share; on credit. Ilia broker obtains them from the 
broker of a Mr. D. This transaction will not be settled 



Up to now the total amoant of brokers' loans has 
not changed although the margin debts of customers 

Wednesday: Mr. B withdraws his 130,000 from his —which 
broker. The broU'r borrows the money from his bank, brokers' lu; 
Mr. B offers to lend the $30,000 at call. The amount is tt0In hank ' 
borrowed by Mr. C's broker. Mr. C's broker uses .*n win 
$ 10,000 to reduce bis bank debt and $20,000 to pay 'but 
Mr. D's broker. Mr. D's broker credits his customer f al l^'? 
with the $20,000 and uses the funds to reduce his own ™« «S!« 
bank debt, t™ making 

117 brokers;- 
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On this day tie total of loan? £r;.iiti'<l t" brnVi'r.i by 
the banks on their own account has not risen, but 
brokers' loans on aix'uuul of others hare risen by 
$30,000. 

Thursday: Mr. D buys $5000 worth of shares. His 
broker obta i n » ibem froro Mr. A 's broker who is selling 
for the account of Mr, A. 

Settlement takes place to-morrow. 
Friday: Mr. D withdraws $10,000 from his broker. 
The broker borrows these $10,000 and the $5000 
which he owes to A's broker from his hank. Mr. T> 
offers to lend the $10,000 at call. They are borrowed 
by Mr, A's broker, who adds them to the $5000 which 
he received for the shares sold on behalf of Mr, A, and 
pays bark $15,000 to his bank. 

On this day loans granted to brokers by the banks 
~7'j.' [''"'... !ii.'uin remain unchanged. Krokers' loans on account 
others have increased by $10,000. The margin debts 
Mist« mors' customers to their brokers have been reduced by 

antfe d«Mi $5000 (through Mr. A's sale). 

Renew of the week: The total of brokers' loans has 
risen by $40,000. The whole of the increase was on 
account of "others" and the loans granted by the 
banks remained unchanged. The margin debts of 
customers to their brokers have risen by $-15,000 i'llr. 
A $30,000 minus $5000, Mr. C $20,000] and the 
brokerage deposits of customers have risen by $5000 
(of Mr. D). 8 

In our example the rise in brokers' loans on account 
of "others" did not lead to any fall in loans to brokers 
from the banks, because those who lent the call money 
used the proceeds of their sales and not funds which 





they had held previously. If the call loans had been Brokers 
financed, pay, b; Messrs. X am] Y on! of their hank . .^Im- 
balances instead of by Messrs. H and II out of their rulia Wk 
sales proceeds, these funds would have led to a net f',',t,"'i'. : ,':•„■!' 
repayment of brokers' loans of the banks. 9 Here, how- (j^""'"^ 

make the loans; the brokers took the loans in order to '™ n eed , 
pay oui the -ales proceeds; tin; customer- asked for and aid 
payment of their sales proceeds in order to make the j^*™," 

SG. If the sellers leave '.heir sale-; proceeds with 
their brokers, the volume of brokers' loans doeä not 
rise lie-pile the rise in margin debts of the buyers. 
The brokers can lend to those who want to buy on 
margin without themselves borrowing [or the purpose, 'I'ho aBlleia 
provided the sellers leave their sales proceeds on 
deposit with the brokers. In this case the sellers wait 
[or payment by holding brokerage deposrlH. li?..k. iviti" 

But now the owners of the brokerage dcpnsiis may <l=p°sits,- 
decide to withdraw (heir fund.-; noil transfer them hack 
to the brokers in the express form of loans. The only 
difference between this and (he previous situation is i„„i,ers' 
that the brokers now have to pay ink-rest and that the 1™"»;— 

does not, however, alter the fuel thai, I.he buyers of roe n„„i 
securities still owe the price to the sellers. of 

It is eviden; that ibis process does noi iavohe eiiiier l,n>l:,.iV 
any inflow of fmids or any tie-up of funds, hut never- Lo ° ra ' 
theless the volume of brokers' loans rises. Mr, M buys There is not 
shares from Mr. N but does not pay for them. Mr, N 
lends the sales proceeds due to him to the broker and «»■ up, "f 
through the latter to the purchaser M. This simple Sigurd of 
fact that M buys from N because he expeots share 
prices to rise and N lends the sales proceeds because I;,", 

« "Loans for 'account of othars' liquidate bank credit." B. M. lends 10 the 
A'l'irTi.r.a, .'p p. 4. Mi-. .■\iiuH.i..ii: n :-. *;ri!.-:ii-iu I,..iIi:f: -.vh?n the buyer, 

"utliuri," make tl.eir l.-ni'-. ,.ia kink li^pus^s. 
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lie <jBl.fi interest on l.hem, is registered in the atatiatics 
as a rise in "brokers' loans on account of others" or 
"from others than banks.-' And this statistical 
phenomenon has misled a large number of authors 
into concluding that the stock exchange absorbed mi 
alarming proportion of the country's credit supply. 1 
TMe lending by the seller of the shares to the buyer 
— however dangerous it may be irjin the point of view 
of market stability— has deprived nobody of either 
money or credit. The purchaser did not take money 
away from anybody else by making the purchase. 
becu.ii«' he (lid mil. have or use any money. The seller 
did not take credit awav from anybody by lending it 
lo the stock erhänge, because he cmdd not have ieni. 
to anybody other Oisiii the buyer of his shares since 
he was only able to sell the shares at a f a vanra bio fir no 
by iiisposiiig of i.l , i- rn lo l.ho birvor who had no funds. 2 

1 See ths Annual Report oi li-.-: !■' tili l/.-Mrve Board for the 

)',-„ IS.?.", ! : '■ßilliitciil :r,<li::„|-. .ieriv.^l ,„ m i: i p.illy h,.m 

the intense activity ol the security markets and ti n iiTipr"ccdcncud 




H'ho' lend their ^ova money ami also 
: v im I. :.:ikir.:^ .-.:i-i I'l.biT m:ii irp*. L T,ü;cwise Hawtrey, in inquiring 

■■y.i. the s:-in:? ..ii I.Iin (iir,J.. ii,-vc.i- 1..:. mi .1-.h kIki t 

„li -I.l ■h;\-.:.- vmply frr.Tr: I I n :,.r,.lir:L! r.' -■• \<- i:m-.:r,l, Hrv\r 
Tins lo l.ko ' : ;i.:.„s frö:,. c.-.iwrr, l!,oi. l.snks,-' ),o a^ks. on p. 59. 



solution which has been put ia 



iiiijli ill. is i;. h in^ !o hil liuori the 
■d izi til.' :t>:t above. Instead of 



nmr.-LSD fob loass by niE. STor-j; M.untr/r 



M had no money with which tri finance productive - l™-.™ ^ 
investment and tieitlier had X. X had shares ivhiidi hi' u,,-. . 

sold to M on credit. This transaction appeared in the tvnda. 
statistics as an increase in stock exchange loans. 

57. When these loans are called in, it usually 
happens that the owner of shares who is in deht is at 
best able to scrajKi iOjjTii.hu]' a small part of what he 
owes by compelling himself to save out of his current 
income from other sources (salaries, business profits). 
But this is, of course, far too little, and he is forced 
to liquidate his holdings of shares. And the person 
who is most abli- and nilürii; Ui buy is the person who 
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- rh buver ;my money for rtiem Ii«™ use lie iv;si in debt (Vir them : 
tt'p:yV"ri' : nr "^ j usl ai the seller has no money to receive, the 
tiic^-.-iicr buyer ha? no money to pay. The volume of loans out- 
™™i ■!=";— standing may fall, just a? they rose previously, without 
there being any ' 'inflow,' ' "outflow," "creation," or 
"destruction" of bank credit. The claims against the 
f ;' unlucky speculators disappear when their creditors 

haut fall. buy up their shares from tbem, 

Fiftv To complete the exposition. Ilie chain of operations 

jllufil^a- ma y a g a j n |j e illustrated by an example. (Ledger 

balances are shown in Appendix A.) 
-which Monday: Mr. A receives a demand from bis broker 

"c ill'"' !(l P ut U P 1Ilutl; Jiiarfri n because the securities held for 

mare :l <^ l ' t ' 1 him have depreciated in value, Mr. A deckles to veil 
n\™n? l °' J securities which realize $15,000. The shares are 

?" bought by Mr. B's broker on Mr. B's behalf, 
sales — Settlement talics place to-morrow. 

_ tha , Tuesday: Mr. B calls in $15,000 of the call loans he 

bvoki i'5 ' l>™ . has (julstiiTuliiiir. The broker who hur: bor rowed lhe.se 

i'nnds now borrows a bank loan in order lo repay B. 
stock pur- B pays the »115,000 to his broker who in turn pays it 
£n"v onev t" A '* broker as the price of the shares be bought from 
lnidaa;— i.i m . Mr. A has paid in another §1000 in cash to his 

broker. A's broker uses the S .10,000 to pay hack to 

his bank. 

— »ndtbit On this day the volume of loans to brokers granted 
££H " °J the banks on their own account ha« diminished by 
Wt.ta S1000 only, whereas the volume of brokers' loans on 
^Z:J":f' account of others has diminished by $15,000. The 
margin debts ol ci-tomsr,; have dioiii.is lu:d by -■ [h'.(ni(i. 

It is unnecessary to give further examples o! the 
transactions leading to the liquidation of brokers' 
loans. The process is not really a verv i. ein pi h-a led 
one. It will sui'ice to add ihm it is also possible rhal 
B may ask for his oall loan, to be repaid before he 
122 
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decides to uuiTUaje shares. In this case loans to 
broker.) I'mni the banks tor their own acaiunl will rise 
for the time being and those on account of others will 
fall. The volume uf brokers' loans li'mi chu bauk:- will 
full ;iM-aii! later when 1! buys Hie low-priced shares. 

The fall in the total volume of. brokers-' loans follow- ^"■ k : '' | " 1; 
ing on a break in slock prices tomes about essentially 
in three ways: 

(I) speculators whose accounts are undermaTgined 
pay in what, they can afford in order to maintain 
their positions; 
\2j owners of bank deposits buy l.be shares sold at 
low prices by speculators who are forced to 
reduce their debts; 
(3) owners of funds previously lent out as call 
money buy the stares sold at low prices by 
speculators who are forced to reduce their debts. 
What is there to he said about these possibilities 
as regards their eii'orls on r.Ke amount of p-iT-hisinj; 
power going: to other markets?* In ease (1) sums 
which would otherwise have become effective demand —when 
oil [lie markets for sjoods are used |.o re|my loans ""Inch .:„■:-■*■ -vs \r.;i 
brokers had prcvinnsk- borrowed from the banks: this 
will result in I he disappearance of a certain quantity ■'»"tli'»' 



undeniably he a deflationary effect. This case is the 
rail counterpart of the rise in loans from the banks 
to the brokers which had an inflationär- effect on the 
markets for goods. 



J I do not mean the psychological pEfpc:- »:' i!i" •r^i 1 '; Tn.iv'-rei 
ersah, but tile- llir.-./l pIThi:Is n: III.' ri |i^.':iL; i:l. ■'f brokers' loans. 
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— 01 wiion Case (2) can only be judged if we know how the 
ban if deposits bank deposits of the buyers o£ the shares would have 
i-i^ 1 -]'""* llsef ' '* snilre p llr cbaso had not taken place, 

margin It is possible, though not very probable, that funds 

thilh mostly te "withdrawn from the markets for goods in this 
11, in n nie " case also. 0 It is more probable that the funds will 
MmKte come ont o£ idle balances. If these now load, through 
balameo;— the share purchase, to the eventual wiping out of a 
certain amount of bank credit, there is no net defla- 



■kism rke potential supply of new 
In ease (it) ivhcre call loans are 
0 purchase shares, and shares are 
biirk L i! 1 L Loans, there is nothing 
y effect either actual or potential 



impossible to diagnose the situation merely on tbe 
basis of the HLj'trreiiui" tif.-u.ves for these loans. It 
it remains impossible, no matter how perfect a correla- 
tion can be shown to exist between the volume of 
brokers' loans on the one side and the turnover of 
sfouk-s, the level of atuck prices or the velocity of 
iiirciilnUon of bank deposits on the other. The moat 
naive interpretation of all was that which said that 
brokers' loans represented credit tied up iu stock 

■"■ Eliiinüi, if I do not misunderstand hiai. vci-m; .u In 1.1" tjiir. 
opinion.^ See op. cit., Jewmd 0/ Political gctmmg, p. 680. ^ 

Bomabody is glad that then has been a shrinkage of bank balances 
i..:ciii^j L 1 1 ■ - r l it L.7 pi^jitik' foi 1 hi H- e: 1 1 l.i expand a^ain. 



exchange transactions. But even rattier moTe 
"cii'ijihlcnerl" infsrprclatidns prove to be untenable 
when regard is had to the analysis of this chapter. 
Take, for instance. the contention lhat the tutal of 
hrokers' loans represents the amount of funds that 
have flowed through the stuck exchange into mdtisfiv ; 
or the idea that the truth lies somewhere in the 
middle, i.e., that hrokers' loans represent funds which 
have flowed onto the stock exchange, and part of these 
funds flows out info " productive^"" markets and part 



increase in brokers' loans. The list is undoubtedly 
incomplete lint will nevmtlicle-s lie sufficient for our 

has bought securities on borrowed funds. KSblgtoi 

This transaction may he connected with anv of the ri«c in 
following operations " benker»' Igi 

(1) industrial corporations have issued new shares, 

received money (bank deposits) for them and 

(2) individual business men or firms, who had previ- 
ously invested part of their funds in shares, 
have sold shares, received money (bank deposits) 
for them, and spent it on real investment in 

(■j) indiviiliutls, who had previously invested part 
of their funds in shares, have sold shares, 
received money (hank deposits) for them, and 
spent it on consumption; 

(4) individuals, w!i-r> have made capital gains as a 
result of the rise in share prices, have realized 



(5) corporations have issued new shares but have 
used the proceeds immediately to grant loans 

(61 individuals or- firms have sold shares from their 
holdings but have used the proceeds immedi- 
ately for granting loans to brokers; 

(7) c(.rpi):u:iii])5 lüive issued new shares and have 
the money proceeds (bank deposits) in their 



(8) individuals and firms have sold old shares from 

their holdings and have the money proceeds 
(hank deposits) in their accounts, for a few days, 
until their use in further financial transactions; 

(9) corporations have issued new shares and leave 
the money proceeds (bark deposits; lying idle as 
liquid cash reserves ; 

(10) individual- or fuoii have si.il d -shaves 1'rorn l.licir 
holdings and leave the money proceeds (bank 
deposits) lying idle in llieir iiquid cash reserve. 
A real inflow of funds (jnout-y Ciqiiial Oui- has either 
been newly saved, or newly dishoarded, or newly 
No inflow of created out of bank credit) has taken place in cases 
£mnl . in two (i_4) an( ) (7-10). In cases (5) and (6) there has been 
CaS ° '"' no inflow at all, or at least not as far as the end 

effect is concerned. (See § § 54, 55, 56. Bank credit, 
lor instance, which was created for the purpose of 
paying cut funds to the sellers was, if they used it 
for granting loans to brokers, repaid and so die- 



appeared again.) In cases (1-4) the funds flowing 
iinio the sloek market were spent on the markets for 
commodities; in cases (1) and (2) they were used for 
prtxWn::]!. and iu casta and (4) i'or consumption. 
In eases Oj Ibe funds [lowing- onto the stock market 
were not spent on the markets for goods; in eases (7 J 
iind (3i llic money (bank deposits) continued to circu- 
late in the financial sphere, and in cases (9) and (10) 
it went into the idle cash reserves of pessmi islic 
hoarders. 

Nowhei'e are (.here any sr sl.i dala l.o show how 
the total volume of brokers' loans at any time is 
distributed over these ten items. To anybody with 
a sense of proportion, however, it would appear thai 



of brokers' loans as some writers seem to think. (This " 
topic will be taken up in the nest chapter.) 

A high official of the Federal Reserve System 
expressed only reeeniiy tht: following opinion' : "We 
are inclined to conclude that the best evidence on 
whether expansion of ovedR (brinish an increase in 
seemit.y loans lias a ai.imulaf.ing effect on business or 
is 'absorbed' by (he stock market, is to be found in 
data on change? in business volume and in prices . , ." 
He proposes to investigate whether "(he expansion 

expansion in credit il all brokers' loans arc included 
in the credit figures." Here, then, brokers' loans on 
account of others are expressly i::iluded in the credit 
expansion, and if (bey are found not to have resulted 
' In a latter to the praant author düied 22nit July, 1637. 
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in any business expansion they are to be regarded as 
having bren ab.inrbeil by \\u: stock esohange. Tb.« 
proeedin;;- sivi.io:-* haifi df-monsiratud that this point 
of view is untenable because an increase in brokers' 
loans on account of olhers r.hnti bunk* seldom means 
a further expansion of credit. Lending by the seller 
of the share- to iL« huy«r, whiuh finds expression in 
an ineicaie In brokers' loans, can oer'iainly not lead to 
a business expansion, but neither can it be regarded as 
l>eii:g "absorbed by I lit' stout «xuliange." 

To repeat once more our main conclusion : figures 
giving the sum total of brokers' loans tell us absolutely 
[lotlimj; abou! ih« iihsorpiion of c-redii by ibe stock 
market. 



CHAPTER TUX 



THE LTQTJin PUSTJS Ol 1 BLAlIiWH SKl.I.KUS 



seriously by many economists of repute. Their chief 
argument against this fear of absorption was that the 
"money work to be done" is not increased or not sub- AW.r;.:..:. 
slnnfially in wen seil hj r™ Uirmivor n;i the -stui;! "'.."'/i!'.;." 1 

r mpen te 1 
the velocity of circulation of the funds used on this 
market is estremely high and, moreover, elastic. 
Some authors, however, pointed to another possible 
source of absorption : the absorption of liquid funds by 
bearish sellers of shares. The cause of absorption may 
perhaps be nut ilic srndi martd tuniovi'r but the hoard- 
ing of sales proceeds by sellers who have withdrawn 
from the market. 

Thomas Balogh termed the absorption in stock trans- 
actions aa " technical absorption" 1 and contrasted it 
with the absorption due to the hoarding of sales pro- -incom- 
oeeda. He believed that the first "will never be 1 " 1 "??? 10 
all outlier negligible'' but, nevertheless, will be ' W,.,',.,,, 
insignificant compared with the second.' 

John ilaynard Keynes, who is the most prominent by «u,». 
of the adherents of the theory of absorption through 



.1 the tact- Dm.!, n 



hoarding, attached litlle significance tu the theory of 
"technical sbsorptiou." Keynes treats the stock 
exchange turnover us a part of the "financial circula- 
tion" ; it is carried out by means of '"'business deposits 
B." 3 Their velocity "is so very high . . . that the 
nfisnluti: amount ut (lie variations in the volume of 
money so employed ouilucI oriLinarily be very great." -1 
A rising turnover on ihe stock ewlianjie may perhaps 
require more of these "business deposits li," but "on 
account of their very high velocity of circulation any 
necessary increase in them is easily supplied ivir.hnut 
much effect on the supply of money for other pur- 
poses." 5 There is then almost no technical absorption. 
"The main variation in the total demand for money 
for financial purposes arises - . . in quite a different 
way." 6 The important element in Mr. Keynes' theory 
is tin- effect, ,,1' ih.> stock boom on. ihe liquidity prefer- 
ences of many holders of money. 

60. Whether an individual will want to invest his 
liquid balances in securities, lend them out, or leave 
them in his banking account, depends, according to Mr. 
Keynes' theory, on the expectations of the owner of 
funds regarding the future development of security 
prices and interest rates.' There are many savers who 
do not late vouch account of things of this kind ami 
keep savings deposits no matter what the state of the 
market. (Keynes <:auls these people the owners of 
"savings deposits A.") There are, however, others 
who hold sometimes sccttri i ies and sometimes savings 
deposits. (These are the owners of "savings deposits 



a A TVtBlise s?. Money, Vol. I, pp. 243 i. 

' Ibid.', p. 256. 
s Hid., p. 249. 

7 A Treatise on Money, Vol. I, p. Z50; General Theory of 
Em.j?fO!/m«if. Merest, and Monty, p. 170. 
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Anybody from among the 



anybody who holds "savings deposits H," evidently 

attractive to him. The savings deposits B "comprise 
what ... we will call the 'bear' position." They are 
owned by "those who would normally he bidders of 
securities, but prcfc for the lime bciTiL' to hold liquid " 
claims on' cash in the form of savings deposits," u 
because Uiey expect "that securities will fall in cash ; " 
value.'" There obviously exists tberefore a "difference ™ 
of opinion as to the prospects of securities" 8 between 



rold s: 



mgs deposit 



Keynes goes on to describe four phases of the attitude 
of the market towards securities and savings dc|io.si;.s. 
In phase I, bull sent! mcul. becomes ineieininsdy 
general : owners of savings deposits now prefer to buy 
securities; the sellers are not pessimistic either, but 
are probably merely more optimistic about other 
securities or about other outlets for their sales 
proceeds; the "savings deposits Ii" become "business 



inactive deposits, whereas the business and incon 
deposits are active accounts and rorise;[i.iein-:y elieHi'. 



purchasing power. 1 The withdrawal of savings 
deposits in order to buy setmritics thus has "the same 
effect on industry as an increase in the supply of 
money." 3 

After the rise in security prices has reached. ;i cortair. 
point, that is to say, following on the phase in which 
bull sentiment was fairly general, we come to pl.-jse 1 1 
in which the sentiment is divided. While the boom 
is still going on, some people begin to think tlmt prices 
have already risen sufficiently high. This fmup 
it increases in number the higher the prices rise. Thus 
._ vü-ä-vin of the "bull" group theTe is now a "bear" 
irroup, that Is a group lvhn soil Ihoir .iceunlics without, 
reinvesting the sales proceeds. "And if security prices 
» po still higher than this, thou the volume of savings 
ikpusks will he actually increased," Mr. Keynes euu- 
(ihiflsfi. 3 Just. as the "boll market with a consensus 
of opinion" turned savings deposits into active 
düiiiarnl deposits the "bull market with a division of 
"pinion" cause.- active demand deposits to become nil'' 
savings ilopoaila. And this has "the same effects as a 
decrease in the supply of money." 4 

Phases HI and IV both relate to a falling market. 
On a "bear market with a consensus of opinion" liiere 
will, according to Keynes, be a general flight of funds 
into savings deposits. The deflationary effect is 
obvious. On a "bear market with a division of 



i Since. Enclish ranks keep the Bams reserve ratio» jjaimt 
deposits nf all kinda^the lendiag^capsoity °^ a ^ tanks is not 

Th«r?s, bj therefo«ri increase! vXdtjr 

■ ■t .ij-.-.il;[i ii-n :.f /.'I ri.|...».',:. T!i.. :- i-i 1 1 - ■ ■ tl 'iL! li.i|j:;'T-.:nu t:i>: 
TJnitad States »ould^ increase tile required ^reservat! of the banks 

were not substantial, tile .■:.:i^;-..|iih.ili r-.'r.trTtiiii: in the lending 
fi-.y.m OT the backs wonlii in T 1 """! ™j[.i:a:isaLi- tht tlMiti o: ths 
increased velocity of circulation nf b.m* di'fiosit-. 



opinion" the situation reverses itself. Owners of 
savings deposits begin to think that the fall in prices 

reached their bottom, and so they start buying and thus 
utilize their savings deposits again. 

The relevant phase for our discussion is phase II. 
For this relates to tliu period of advanced "boom, when 
securitv prices have risen s<> hiü'h as "to exceed the 
expectation of some 'bull' and so influence him to sell 
... for cash and join the 'bear' brigade." 5 The 
ft.ssiriitiiil -'actor, ho far as Kevnsi is concerned, is that 
This War position, which gradually gains in strength, 
finds expression mainly in a rise in savings deposits. 
Demand deposit, which Lad bee'.) ' Railed by nciv bank 
credit, and demand deposits which had constituted the — thiu, » 
acfive eash balances oi linns ami income recipients, arc ii„ : :-",'.V.i. 
used by the hulls in make security purchases, and J™™""™ 1 ' 1 
owing io the bear sentiment of the sellers, aTe tTans- ia.'-'as . in 
formed into idle, savings deposits. It is in this process Imposit«™** 
that Keynes sees the risk "of the Financial Circulation theeipeme 
stealing rcoi.iiitces frimi Ihe Industrial Ciroulalion." 6 

61. In the opinion of many practical bankers, and 
of others, who still hold views that were current fifty 
years ago (and also according to views set forth in 
many a textbook) the deposit of sales proceeds on 
savings account with a bank would not be at all in 
the nature of a deflationary act. The banks, it is 
argued, will be enabled to loan out "the funds 
deposited with them." 

Such views presumably date from times when a 
(leperii with a bank usually imj]; I he form of a deposit 
of coin or notes. The reason why these views still 
survive in the days of cheque payments is probably 



General Theory, p. 170. 
e Treatise. Vol. I, p. 254. 
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thai any individual bunk that receives the deposit o£ 
;\ cheque ilrnwu oh another bank actually does t;-i ci 
additional funds. If we look at the hanking sy.-ilem 
as a whole, however, it is at once clear that when 
cheque payments are tin- rule ihe bsi-rws du not receive 



addit 



eipts 



.al funds 
;he ban 



= the 



isits" do not put any funds a" 
: , if all are taken together.' 
e that depo-i ;.i rig funds ir 



i defl 



sdr»ci !i«ca 



circulating deposits to idle deposits 
which is involved. And if "bearish sellers" deposit 
the!:- sales proceed? on .saving; account, it may have 
"the effect ol alluring Hie quantity of money avail- 
able fur the Industrial (.'in illation."" Hut is it very 
probable that they will do this to any largo extent? 

There is no direct statistical evidence either for or 
against Ibis accumulation of savings accounts I, y 
bearish sellers. But if an examination were to he 



chagrin of all those who have occasion to deal with 
banking statistics, monoy "saved" is often left on 
demand deposit, and. on the other hand, firm? often 

* Id England the lending capacity of the banks is Dot changed 
whan doDcrsltB are transferred from current to savings account 

reserves since savings deposits require lower reserve ratios : if 
ttia ratio againat demand deposits ia 20 per cent, and the ratio 
against time deposits 6 per cent., a. shift of 6100 from demand to 
time deposit would release |H of reserves. This is capable of 
malting gradually in naw loins reaching a maiünum of (70, st " 
Ip.-vvif ■>. deficiency of SSO o! active, balances. 
s rreufise, p. 254. 



hold part of" their cash reserves nn time deposit. Thus 
llio !jv;if>il)fMs r'-al T T i - - proceeds of ■ tu- sales ot share:; 
are deposited en savings account will gain in plausi- 
bility if we also count under "aavinga depoaits B" ^[^"'" U ' 
sales proceeds which arc left unused on demand deposits, 
deposit. But as we shall attempt to stow, there are 
1'eaaons for thinking that even this interpretation of 
the liypnlhesis in ipiestin« fail-; In give il the import- 
ance that haa teen attributed to it, 

Tet another extension of Mr. Keynes' hypothesis 
has, however, to be made : wc ought not to impute 
tbt) rise in " savings deposits Ii." which is assumed 
to result from high seouriiv prires. simply and solely 
to the sales proceeds of bears. Mr. Keynes included 
a. second sou l ire r eurrenl new sai logs which on account ITiuli =»■.■!. 
ill llic high prices of sec ui'.i ties are put into suvm ".. : . , 
account- instead nf being used to putcliuse securities." ™rrent 
It ia, of course, quite impossible lo find out whether n'V-.'tio-k 
the savers who have deposited their savings proceeds J"™]!™*,, 
on savings account would have bought securities them mm 
instead, if the level of security prices had been lower. ,lile Jc ™ unts - 
Nevertheless, there ia one "i.hoorei ieul''' consideration 

in the lower and middle income groups are concerned, 
it will he nearer the truth to assume the opposite of 
Mr. Keynes' hypothesis; it- may he assumed that such 
people, who would normally never have thought of 
engaging in stock exchange operations, become infected Tins ia 
with the general speculative fever and use the funds, ^''ata'/rising 
which they would otherwise have put in savings »i™k prit*s 



til,-. !„.,-.- ii,,:n. I 1 - fW, I ii a 
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mnfci™ 1 high money rates prevailing in the advanced stages of 
lend us. the speculative boom make it profitable to loan theni 
out at call. 

62. liefore presenting the evidence which speaks- 
against Keynes' hypothesis of the hoarding of sales 
proceeds, a short summary may he given of euch 
material as there is which might seam to lend support 
to the hypothesis. Mr. Keynes was confirmed in his. 
iÜ h ° ",■ u I" lllon llv t,le following facts: In the United States 
odtnek from 1927 to 1929 stock prices rose, and so did brokers' 
Erot-ira' loans and time deposits. This common movement 
lour,. , mill seemed to Mr. Keynes to represent an unmistakable 
IbU^uU-' correlation. He took it as a "perfect statistical test" 1 
led ow.tr.. 0 f the proposition that a bear-bull position had 
developed of the kind in which the bulls borrow funds 
which the bears deposit on savings account. 

Several points may aid ir; «valijalicg Lim correctness 

either his own money or money borrowed from existing 
funds in order to buy shares from a bear, and the bear 
deposits the proceeds on savings account, demand 
deposits will fall and time deposits will rise. This 
is not what happened in the United States in the period 
Act»« in question, for demand deposits rose along with time 

depoii'tt did deposits and both stopped rising at the same time. If 
m Ml 'i n a hull speculator borrows money from a bank in order 
to?,-* 1 to buy shares from a bear and the bear puts his sales 
proceeds on savings account with his bank, demand 
deposits will rise only for a few hours or a day, that 
is to say, until the time when the sales proceeds are 
deposited. Thus .the volume of demand deposits will 
remain unchanged while time deposits rise. This does 
not conform with events in the Uniied Smiles either, 
for aa has already been remarked Ihr- volume of demand 



i Illid., Vol. II, p. 195. 
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THE LIQUID FUNDS OF BBAEISH SELLEBS 

dcpos.ls diil not remain tuiisiani: diLiing Ihc time when 
lime dcposiis were risia«, tiiey rose si imiltism'oLisly , 

Thus, im exisiinir c i rculaüng- medin were withdrawn 
from the "industrial circulation" by tile piling up 
of savings deposits, and not all of the new circulating 
media deriving from bank credit were turned into 
saving-is deposits. Since demand deposits also rose, 
despite the rise in savings deposits, the most that 
might be said is that only part of the continual expan- 
sion of bank credit led to an increase in the active 
(■irenlation wlii Id a large pari was placed oil savings 
deport where it was inactive. But even this cannot 
be proved. First of all It lias to 1»; remembered that 
in the United Sial.es transfers to lime deposit, ü win Si- 
ta the lower reserve ratio beld against the latter, 
release bank reserves, th.ua making it possible far the 
credit expansion to go further than would otherwise 
he the case. Furthermore, it is very doubtful wliellie- 
tile rilling up of savings deposits really did mean that 
active cireuLitini.' media became idle. The following 
con si derail on is evidence to the contrary. 




A credit expansion, part of which leads to the 
piling up of idle savings deposits, must lead to a 
subsfajitial decrease in i Ii c aver,;c<. veloi-ny of cireula- 
i.ion of total hank deposits. One of the most important 
facts in a verification of Keynes' hypothesis would, 
therefore, be a fall in the velocity of circulation of 
bank deposits. In reality, however, their velocity of 
circulation neither declined nor even remained 
constant, but rose sharply. The rise was steeper and 
more general than could be explained perhaps, by 
reference to stock exchange Operations and relaled 
transactions. What then was the rest of tie explana- 
tion P Evidently a substantial part of the rise in the 
velocity of circulation was due to a change, which was 
ub-p:vid-Je in that period, in the attitude of firms 
toward various forms of liquid assets: firms began 
to hold a smaller part of their liquid funds in the 
form of doniarnl dcposiis tlian had been customary in 
-beanie^ the past. Many firms lent out their cash balances at 

■ nil, ii ml iiihcis (often upon request of their bankers) 

b"la !!■'*'■'' te ' d t ' me deposits instead of demand deposits. Both 
' factors led. to an increase in the. velocity of circulation. 
In the one case cash balances, which had previously 
been held as idle reserves, became working balances 
of other firms, and in the other ease idle cash reserves 
were removed from demand deposit and placed on 
-sä ein be time deposit. This had the obvious effect of increasing 
tnewwd tne average velocity of circulation of demand deposits ; 
vHlorityof and, if the increased lending capacity of the banks 

..]'ei l.itLi.n. , . - l , ■ 1 1 l -. 

was used to create new demand deposits, the velocity 
of circulation of all deposits was bound to be raised. 5 

According to my hypothesis the growth of time 
ilepoMIS iind the rise in the velocity of circulation 

» Of. WootUief Ttiomat, "Use of Credit in Security 8 P e ™^ 

n ' I Ii I • ■■ ■ I l> r ■ II 'II ■ii" CI ■! 

deposits from tile demand to the time category, which released 



ceea. Mr. Keynes' hvpothesis leaves the fact of the 
rise in the velocity of 'r imitation without explanation ; 
indeed, this rise in the velocity of circulation may be 
regarded us iliso: i -■ v- j 1 1 ^jz" 311s li ■ pin l.es v-. 1 11 ill, Keynes' 
hypothesis llio rise in time deposits roprrsenled (ho 
transformation (if active demand deposits into idle 
time deposits, hence a hoarding process. In my Tlw «I 
hypothesis there was a substitution of time deposits S^'hasr 
for inactive demand deposits with a consequent release J'J^ 
of reserve* enabling (be banks to rivalr active demand 
deposits, hence a dishoardmg process. 

The suggestion that the bears may have boarded their 
sales proceeds in the form of idle demand deposits lias 
no more serine a foundation than the savings deposit 
liypoikr-i-i. Fur i i' dcniail:! depr.s'l; had been kept idle 
there would have been a diminution of the velocity or 
circulation. The sensational rise in the velocity of 
circulation in that period is so notorious that the 
statistics need mil be reproduced here. 

No siatistics are necessary io prove that there did 
esist a bear position. We know for a fact that there There i 
were many people who sole their share; because they tbev 
thought the prices had been driven too high. But ho,,rd - 
there is nothing in the available statistics ro show that 
these Heller-; hoarded a substantial part of their (alts 



itatistical proofs 
;al disproofs are 



Ci. OJin.l" O. IWv. VrrAil PMd'i oj I 
Sys'tm, i). 172: "Tl. it tu tu- cniphasiieil, hov 
nus ike -.:l:I !--i. i'vi.len -., Hi.-- t ji-:-r i- w ruiv *i 
' ■■ iii 1»3-EB." 
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evidence could be found for the alleged tioanlinjr In 
boars who sold oui. Ii remains to five the reasons 
why it 13 Improbable that sellers of securities, during 
a stock market boom, will hoard their sales proceeds. 



as good as cash for satisfying the demand for 
Bgn* liquidity. 1 Call loans are loans of this kind, and even 
calHwDsaft if they are not denned as money they are often 
juai u liquid regarded as jusl as liquid as money. Sellers of shares 
who want to wait for ahare prices to fail can satisfy 
tbeir desire ior liquidity perfectly well without cash 
or bank deposits, by lending their funds at call. 

Low interesr. rate- encourage llie lidding of higher 
reserves of idle cash. A rising stock market means 
that corporations are able to obtain capital more 
cheaply. This may have led some people to suppose 
that corporations, with money so cheap, will most 
probably hold higher cash reserves. But while it is 
true that the high stuck prices mean cheaper borrowing 

suppose that for this reason the holding of idle funds 
will not cost much. The cost depends not on the con- 
ditions on which one happened to obtain something- 

— ai d highly their new funds almost gratis, they would still consider 
pnfiubletw. ülat it « 008ts >. tnenl 6 or 8 or 10 per cent., according 

to the prevailing; rates an ra.ll money, if they refrain 

from loaning out their funds at call. 

5 F. Lavinfiton i.ul sl.n.n:; 'hu ;Ilh on this point in hia explana- 
tiijn i-.K imcc ni pi;v,, -, v .i : ■. m .-. ■:■.„•. ni. me sf internal.' - Ste 

TH KnijUsh C'l-ii'lol Maiket, pp. 93 H. 



When holders of securities are induced to aell ont 
Waii^e they think (but share prices hate been driven 
too high, these sellers will at the same time have 
(.lie incentive to lend out their salts proceeds because 
of the high inlcrost rates which bulls are prepared 
to pay for call loans. The bearish seller who operates 
on a large scale will not leave his sales proceeds on 'f'J- 

savings deposit . nor will lie leave them in his checking ,,. ■!„. i- 

account: he will place them at the disposal of t 
stock market. "What this comes to is that the bear Inmlwl« 
who sells lets the hull who buys owe him pa.yn.ent, hoarAed - 
und hi' does nut therefore receive any funds to hoard. 

The concept of "liquidity preference" is confusing 
unless it is constantly remembered that opinions fiuctu- 
ale concern in g the objects which are suitable lor 
satisfying the de-ire for liq-jiditv. [f liquidity prefer- 
ence is by defrnil'im related e.vli.isively to cash and If oiiis ijcar 
hank deposit?, it is wrong- to conclude ibi.t is sircnn-1 hen- . E .'"." 1 ", I.-'-V'j ■ .es 
ingot the hear position will rai=e liquidity pre fcrence in Jl em .™^ ter 
this narrow sense; for the supply of per feci "liquidil.y 
substitutes" in the form of sight claims against brills 
. might at the ünme rime be increased so much as to 
leave the net demand for cash and bank deposits 
unchanged. If, however, we define liquidity prefer- 
ence in a. wider sense so that, it relates to all objects 
which are considered by individuals and firms to be 
just as liquid as cash and bank deposits, then it is 
certainly true lhat a strengthening of the bear position 
will involve a raising- of liquidity preference in this 
broad sense ; but in this case it is wrong to put the 
liquidity function against the available quantity of 
cash and hank deposits since the supply of "objects 
of liquidity preference" is not an independent vari- _ thefcnJl 
able. If the bear position is described in terms of l^', 1 ', 1 '," llif , 
a demand for liquidity, then it has to be recognized iiqui'i n-mtu 
that the bull position, through its borrowing, brings I," I':;,.'",,',;' 
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atook boom will lead to the piling up of idle cash 
reserves by sellers of securities. It was pointed out 
in the previous chapter that a substantial part of the 
rise in brokers' loans was to be interpreted us lending 
by the sellers to tile buyers. Thus we have no use 
for Mr. Keynes' interpretation according to which 
brokers' loans were employed to finance the holding 
ol cash by the sellers. 

Incidentally, there are passages in Mr. Keynes' 
Trr.utise which fit in with my own explanation. He 
says for example; '"'Bin Ihc lac? that the technique 
of the New York market allows an important propor- 
tion of the 'bear' position to be lent directly to the 
'bulb' without the interposition of the banking 
system . . . facilitated immense fluctuations in the 
Niu^riHude of this position without the disturbance to 
ihn Industrial Circulation."' In other words the 
bear pi .o i L-icjti consisted here not in the piling up of 
savings deposits or idle cash balances, but in the lend- 
ing o£ the purchase price to the buyer. In this case, 
however. Hie bear position would not be deflationary; 

"spKSaliv^^Lv^te^to^»^i8^BraH«toiw*rf his 

■ .,, ,! : I - 'I,::,.:-,,: 77,. .,:/ "V. I. :i si i.:k I.... 

runs, of course, more in terrae of future interest ratea than in terms 
..i iiLiu::- r.i'i-u:ity pieces), cv.-.i.-llr.'n- Lri J ii|iie of rile Kcyuesian 

l]yrn.Ll]iHsih is t.-t l.e fount] in an srLido .V. i . .. In i i..:i 

'li:;'fll.:i:ilv :.::<! I . id >.v- P'f-f ..rv:„i:." f.svmi-i, Vol. IV, New 
S, j-i-.-a. August 19S7. 

i Treatise, Vul. II, |i. '.96. The ribuse 1 -,v Ll.lni-.it. ijili-i-jKisilicin 
■A i ln< l,;,i:k,:ic i-' ■ '. i ' l'i ' ' nun. is i 1 1 ■ " 1 1 encroaching on bank reserves 
■ 1 1 i - ii-l.r-, lo the loans granted to brokers by the banks "on 



it would involve neither b rise in savings deposits 
nor an increase in the ''ii.nuncial cii eolation." This 
ia equivalent then to Mr. Keynes' unconcernedly dis- 
carding his own hypothesis. 6 

It would, of course, be possible for both kinds of 
bear position to exist side by side. Many sellers who 
think stock prices are going to fall may loan out their 
money while other sellers may keep it in cash or on 
savings deposit. The latter possibility becomes more 
plausible if we assume that many of the sellers who 
are nervous ahout the high stock prices are people of 

possible to lend money at call nor have the connexions while ' 
which are necessary for parrying out t run (action 9 of 
that kind. But this would be the exception rather 
than the rule, as is clear from the fact that it is 
precisely the small man who holds onto his stocks — ljul " 
longest, and that it is the experienced speculator and specula 
the capitalist who sell out at high prices. Experienced jj,°,J*J s ° r 
capitalists, however, have better ways of using their stocks, 
funds than to put them into a savings account (or a 
"thrift pass hook'"; at a bank.' 

If a classification were made of the various uses to 
which people put the sales proceeds from (heir srocki 

on savinirs account" would prohaldv hi: almost negli- 
gible. Leaving out the item "purchase of. other 
securities" (which is done with the brokerage deposit 
and, thus, requires neither cash nor credit) the classi- 
fication would coolaio the items "purchase of means 




» Rca iila) Kcyum, Trmtise, Vol. I, p. 352. 
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of production" and "purchase of consumers' goods," 
followed by "short term lending" (loans to brokers), 
The liquidity and finally "repayment of debts." Among the sellers 

, .... i who do not buy anything with their sales proceeds, 

( ! ^ the most important groups, in the phase of rising 
[„Muli itoi:k prices and high call rates, are the capitalists 
1™-' j™ 1 b J" who lend their funds, and speculators who pay back 
debts. funds which they had borrowed previously. The first 

group takes aJvani-ii of the high interest rates on 
the money market, by lending and is liquid without 
hoarding; the second group becomes more liquid by 
paying back debts and has nothing to hoard. 
The period of rising stock prices and high call rates 

the future course of stock prices, not a period of 
heavy hoarding by those who sell stocks. In the 
advanced stages of the boom there may perhaps be 
a few cautious small investors who get oat of the 
market in time and acquire savings deposits, hut their 
action is undoubtedly outweighed by that of other 
small investors who, as a result of the long lasting 
rise, succumb to the temptation and use their savings 
deposits to purchase securities. 

When the stock crash finally comes, when bull 
sentiment has vanished and stock prices fall, there 
will first of all be sales which again do not lead to 
1 lie piling tip either of idle cash reserves or of savings 
deposits: the sales which take place at the time of 
the crash consist predominantly of the selling out 

Ouly iftertUe unfortunate sellers do not receive any funds that they 
„ could hoard. At this stage call rates are still attract 
largely repaid t ; TB eu0 ugh to provide a profitable outlet for the 
junr, funds of those sellers who have any funds to receive. 

!,'- ■';',! '!\", ' 3 It is not until the bear market has "settled down" 
seilen ^ ).„ a gtueral pessimistic feeling, a low level of brokers' 



loans and low cali rates, that the piling up of idle 
bank deposits described "by Mr. "Keynes taltcs place 
to any considerable extent. 



s through the induced demand for liquidity 

irt o£ bearish sellers. It is absolutely Tin high 

to ascribe the heavy rise in brokers' loans Jj^^jJ 



piling up of idle hank dep 
iSanesi, ^vUhot '"dewrib e™»« 



CHAPTER IX 



66. In the course of the previous chapters we 
searched every nuuk and cranny of the stock exchange 
to see whether money, or capital, or credit might be 
iiiJilen away there instead of passing straight on into 
(lie hands of producers who want it for investment 
purposes. 

It may be useful to recall very briefly some of the 
probit-EiH ;li at. havf! so far been investigated. Among 
the i:ucsiions we tried to answer wore these: Do 
speculators -iced to hold large idle balancesP Is it 
necessary for stockbroker- lo ki-oo large Lank balances 
i deal with a heavy turnover? Are large 
sums of money lied up in stock exchange transactions 
in tin; iirocess of passing from hand tn hand, or from 
one banking account to another, when speculators 
carry out a series of selling and rebuying operations? 
pitalists accumulate large snms in their banking 
s when share prices rise unduly high? Do 
ive gains lead to wasteful spending and hence 



Do capi 



Do 



dim 



tady 



; and many 



Mr. Harold G. Moulton tells us fiat in the 
1923-29, many billions of dollars worth of 
igs available for : a vestment' ' disappeared. The 
is estimated at from three to four billion 
dollars per annum in (lie early years and as much us 
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This means that they do not want to expand their 
productive equipment faster than the demand for con- 
sumers' goods expands. In consequence a part of the 
savings was left uninvested. 

In Mr. Houllon'a own words : "the supply of funds 
available in the capital market increases faster than 
the flow of money through consumptive channels; 
and yet at the same time ... the amount of new 
plant and equipment does not increase appreciably 
faster l.han the demand for: the goods which such 
capital can produce. The question, therefore, arises, 
Where do the funds rendered available in the capital 
market go if not into the building of excess productive 
capacity!'" 5 and: "When the volume of money 
: " savings is in excess of the requirements for new 
capital construction, what becomes of the excess?" 1 
The funds seeking employment are not invested ; nor 
are they consumed, nor are they hoarded/ What 
ro then does happen to tkemf "They may bo loaned 
r abroad," or, and this is the main point, "They may 
be used in purc-hasini.' securities already in the 
markets, and be absorbed in bidding up the prices of 
such securities." 3 Thus the "excess savings" were 
"absorbed" or "dissipated" in "bidding up the prices 
of outstanding securities." 8 

67. The way in which the "money savings" or the 
ney" are supposed to be "absorbed'' 



L stock prices in not at. [ill clear, 
rs has been used to buy 

ilion of Capital, p. 140. 

d Economic Progress, p. 44. 

din£ possibility l> i.-^ivni .'ky- .-I-,- 



we may search all the alleged possibilities of absorp- 
tion, but somebody must always have the billion 
dollars: it may be the sellers, or the brokera, or a 
second äet of sellers, or a third set of sellers, and 
so on. In any case somebody mint lia.ve them unless 
they baTe gone out of circulation through tie repay- 
ment of bank debts. But nothing of this has anything 
to do with stock prices. If stock prices were bid up 
very high, the hmers wou'il gi-l fewer stacks for their 
money, bat one billion dollars remains not' billion 
dollars no matter whether the buyers receive 20 million 
shares or only 10 million shares for them. If in the 
absence of the rise in stock prices the billion dollars 
would have bought 20 milium shares, but in canse- Mo« it 
i|ucucc of a doubling of stock prices they buy omv . . 
10 million stares, wbat sense is there in talking about |' ° nf s«n 
half a billion dollars being "absorbed"? How much l^-X"" 
of the billion is invested, how much is consumed, how T» 
much consciously bearded, uml how much is tied up 
in carrying out stock transactions, are all serious 
problems. But it is meaningless to ask how much was 
■'ab-orbed" in "bidding up the prices." 

The rise in stock prices is, however, very closely 
connected with Mr. Houlton's absorption theory. For 
if we examine the method of calculation which ga"ve 
the remainder (if mi : rivaled savings, «c find that we 
are not really dealing with "money savings" at all, 
but that, in estimating the "national income," the 
t-aj.] rul M-aina (i.e., the realized appreciation of stock 
values) were counted as pari of ibis income whereas 
they were not counted in the estimate of investment. 
We see then that the capital gains were not really 
lost, or at any rate not to the people of the United 
States, but only lost in the shuffle by Mr. Moultou. 

Mr. Moulton counted the capital gains as part of 
the national income. Any statistician or economist 



has a perfect right to do this, particularly when 
dealing with problems oC luxation and of equity in 
the tax system, &c. But if we want to use the 
resultant estimate of the üatiunal income for estimat- 
ing the amount of capital formation wo have to be 
wary. Capital appreciation cannot he. invested 
because it lias already been, invested. Capital appreci- 
ation, no mailer whether it has been realized through 
the exchange of property heUeen different persons 
or whether it only exists in the form of mere "paper 
profit!," is nothing else than the higher valuation of 
past investments. These changes in the value of past 
inTcslnienls may lead the owners of the investments 
to consume more or less of their current money income 
(i.e., income not including the change in valuation 
of capital assets); but the changes in value of the 
assets of the community as a whole cannot in them- 
selves he either uonsamed or saved or invested. If 
we want to count the increase in the value of assets 
as income, we must., of course, eonsicer it as invested 
income. In other words, if we count changes in 
capital values as part of the national income, we 
must count the "capital formation" of the relevant 
income period as the difference between the total of 
capital values at the beginning of tlio nerrnd and their 
total value at the end of the period. For most 
economic problems this does not have much sense, and 
for that reason appreciation in capital values, or 
capital gains, are not usually counted as part of the 
national income in considering questions of capital 
formation. 

Mr. Houlton is obviously the viclim of Uioseness 
of language, h'o.v aftcv the capital gnia.i had become 
f "income" and after the income (minus consumption) 
hail become '''saved income,''' the "saved income" was 
-ilniplv and inconspicuously translated into "money 
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clear by some examples. Let us assume that Mr. A 
saves $1000 and buys shares for this amount from 
Mr. B. Mr- B consumes the whole of the sales 
proceeds. While it is now quite clear to us that 
Mr. B has consumed what Mr. A sovorl so thai there 
is no net saving, Mr. Moulton would go on to ask 
what the shares cost Mr. B when lie bought them. 
And if Mr. B had obtained them at one time for only 
$400, Mr. Moulton would at once declare that tliere 
had been a capital gain of $600. And these $600 Oep«" 
would be "saved income" because, in addition to the "J,,"". 
.$1000 saved by A out of his income, B received an t0 
"income" of $600. Only $1000 was consumed, 
however, so that $600 must have represented net 
saving, but are these $600 really available to Mr. B -™* 
or to anybody else as "money savings"? Surely not. crime 
Mr. B received $1000 and spent the entire amount. 
Nobody has the $600 in the form of "available invest- 

Now let us vary our example by supposing that 
Mr. B, who receives rhe SHjOQ "money savings" from 
Mr. A, invests the whole of it in his business by 
buying new plant and equipment. For income tax 
purposes and for Mr. itfoullon's. statistics Mr. B's 
capital gains must still be put at $000 as before. 
From our standpoint $1000 would hate been saved and 
$1000 invested in this case, but Mr. Moulton would 
add the $600 "income" of B to the $1000 saved income 
of A, and would then hold that only $1000 of the 
$1600 "investment money" had actually been invested. 
The missing $600 would be said tu be "absorbed." 

1 Ibid., pp. 140 and 141. 
» Ibid., p. 143. 



68. The case ia seen in all its crudity if we suppose 
that tlie seller nf the shares uses the whole of the 
talcs (Ti"- eeds, i.e., Iiis original ia vestment plus capital 
jrams, lur |iu:-cii:isin(f other fleeuril.ies and in rhis way 
creates further capital gains. Then total "income" 
will rise with every additional transaction that takes 
place, and, according to the Moultonian method of 
calculation, the total of "excess money savings" that 

Let us assume that A has saved $1000 and that he 
buys shares from B. B uses the whole of the $1000 

D, D from E, E from F, and F finally invests the. 



the time when F used it for purposes of real invest- 
ment. (I have tried to show that even this would not 
he the case if all of the transactions of Messrs. B, 
C, D, and E were settled ihroujh their brokerage 
deposits.) But what would Mr. Moulton sayP If 
Messrs. B, C, D, E, and F had all paid $400 for their 
shares when they hmic/li! ihem, t.hey would each make 
a capital gain of $600. According to Mr. Moulton, 
i.jicic. would be 63000 ot "absorbed . d ;>:i i.ed rnorcr 

savings." For he would calculate that apart from 
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the $1000 of A, the SGOO income of each of Measrs. 
B, C, D, E, and F had been available for investment, 
making a total of S4000. $1000 of this sum wae used 
for "new plant and equipment." An amount of S300Ü 
"excess money sayings" would tiiua appear to Mm 
to have been absorbed "in bidding up the prices of 
outstanding securities." 

Mr. Moultnn's theory bolls down to the following: 
one riih-uialt-s -.bp capitni sains due to rises in security —iinetci.pit.il 
prices, calls them income, and then complains tbat "X"~i'..,:,r 
-Ins income is ribsorberi in rising security prices. The b - v eu-iimtieui. 
"vicious circle" which Mr. Houlton thought he had 
discovered turns out to be simply one of his own 
reasoning. 
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CHAPTER X 



A DIGRESSION ON INTERNATIONAL 
SPECULATION 

G9. We are all familiar with the important rBle 
assigned to national boundaries in tne analysis o£ 

of different countries are usually treated separately, 
and from quite a different angle, from tie same 
economic idutiousshijid be l neun citizens of one and the 
same country. It is natural then that we should 
usually think of transfers of securities between 
(loinpärii: holders and foreign holders as being different 
from transfers between co-nationals. Incidentally, it 
would be advantageous for purposes of analysing 
economic relationships if we were to drop the habit— 
niuf-h In-icri.T.i by n;itior:;ilvitiu propagandists — of talk- 
ing about riutifms of "this oouutry" and the "foreign 
country," when what is meant is the business opera- 

The role played by national boundaries in the exist- 

funotions according to certain special laws of its own. 

governing exchange in general are inapplicable to 
international exchange. The second point consist in 
a value judgment according to which the welfare or 
wealth of communities separated by state boundaries 
is to be evaluated in a different manner, and the 
.■xthanL'o lmiMwn :ivo nationals of difierent countries 
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has to be considered in tie liglit of whether it is — pnrtljr 
''lulvaniageous" to tie country concerned. The second ''!,|'', 
point is not open to dispute on scientific grounds,™ 11 "-— 
because the purpose of science is to analyse inter- 
rr;l;ilir>nslii|ij, independently of value judgments and 
merely tri Formulate propositions whici apply, no 
matter what system of political or ethical values may 
be introduced. Tie first point reduces itself to the 
proposition that in international trade certain con- 
ditions are present, which an; not [ii'esent in the case of 
i radi? iK'i'.vccn national) nf ike saint' conutry. Tie most ■ partly 
important of tiese conditions are obnades. 1ba( are 0 b>taoUii to 
placed in the way of international trade by state inter- initiT:i:i"i!.i! 
vention, e.g., restrictions on immigration, import acti-m, 
restrictions, currency and credit manipulation. What 
has made problems concerning financial transactions — which are 
between countries increasingly complicated is tie ™ei> atlta 
special techniques of manipulating the monetary and mtMvcntitjn. 
credit system which have been developed to cope with 
various pseudo-problems of international monetary 
theory. I am thinking here mainly of the famous 
international transfer problem. 1 

Financial journalists find something to criticize in 
every possible aspect of international capital move- Internat™»! 
ments. Every investment abroad— even when it yields '„',',','' \*l c . lU 
profits — is ield guilty of nibbing industry at ioine ; .innuic n:i,ch 
every investment by foreigners — even if it does not o^nnwnt, 
always yield profits — is denounced on the grounds that 
foreigners are netting iold of too much financial 
control. Objections are raised both against the citizens 
of the home country who "gamblo their capital away" 



LmdaverBchuldung," ^Mitteiiungen lej Verbandes vatcrreicAisctler 

nod Preisbewegung," Zeitschrift, für ,v ,n, \ ,,! | 
V:»r;r.-: np. II. : ;n .1 '-Tic'.:-]!, dir l\ 1 .1 : II inli: . ' ' HY.7- 
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on foreign stock exchanges and against speculation by 
foreigners who carry profits away from the home stock 
market. 

Here we can only make a few brief: remarks on 
these views. If there were no questions of income 
distribution involved, we should be able to say at 
once that the i nv rslmen I of f-api fa.l in ilu: most profit- 
able 5 usen, no matter whether at home or abroad, can 
never he harmful to the collective well-being of the 
"economy" concerned. But it is practically impossible 
to avoid these question of income distribution in con- 
siderations of this kind, and it is then impossible to 
2nd an "indes of welfare" which is free of value 
judjrm.'Mi or n lucli is unconnected with political aims. 
As regards the gains or losses that axe made in inter- 
national speculation, all that we can say is that the 
:dianoes which domestic owners of capital have of 
making profits or losses on foreign stock exchanges 
are fundamentally oeither aniallor nor greater than the 
chances which foreign owners of capital have of 
winning or losing on the stock exchange of "our" 
country. 

TO. There are, however, two objections against 
iuternational s|icciilatioTi and ini.nriiiir.ifma] lending to 
stock exchange), which merit, closer' examination. 

The first of these objections runs in the following 
terms. Even if we arc assured that the fiimfj placcri 
at the disposal "i the stock exchan^c really do flow 
inLj iiidiistrv and so arc richlier lost r.oi absorbed nor 
held up on the stock exchange, it must be admitted 
that when funds are used for speculation abroad it 
is not industry at home that receives them. 

This is not necessarily so. The funds which How 



n -I'lifl iH'j|i;;iM::rv iif ;m JincstmiKii i 
owance for the risk element. 



to Li foreign stuck csehaoge are not under all uirt urn- 
stances taken away from kmc investment, for the 
reason that stock exchange speculation is not always Mm 
limited to " dornest it" securi 1 ies. It is perfectly con- ™t 
ceivable that short-levin lands helonp-injj to Germans ™J 
(prior to the int reduction ot cipitü] punishment, of rein 
course] may lie employed oil [ho _Vcn" York securities 
cvcharige, and if there is an aetice demand for üornmn 
securities on this e.iclin nij.' new issues may be floated 
for Gorman acoant. This process- ''short-term lend- 
ing to foreigners'' aecompanied hy simultaneous 
"long-term investment by foreigners" — is not only 
conceivable but is an everyday occurrence, and the 
■extent to which money goes abroad in the form of ™' 
stock exchange loans and comes back as long-term 
investmenis is ooi small a-i can be seen from the 
statistics of the capital exporting countries (e.g., the 
pre-depression srntonien is of ihe balance of payment- 
published by the United 'iia'fs Department of Com- 
merce). Of course, it need not happea that the 
long-term investments will be made in just the same 
places as those from which the short-term funds came. 
The money capital which flowed from the German 
money market to the New York securities markets 
may he invested in South American stocks. It all 
depends on the relative earnings prospects. In 
principle 1; it no diltcren! from the vest where stock 
(■xchange credits Lnlülnatin«- iti Sussex ar'e used to 
Qiianee industry in Middlesex : industrialists in Sussex 
might Itien complain that lending on the stock 
exchange had taken money capital away from them. 
If industry in Snssrx bud :,rovj.ji]»iy been accustomed 
to receive a steady flow of money capital and this 
capiuil -tailed to ftoiv to other places, then the volume 
of production in Susses would most probably be 
affected: this would, however, be not because Ihe 
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stock exchange tad greater powere of attraction but 
because the stock exchange estimated tliat earnings 
prospects were better in Middlesex than, in Sussex. 
To extend the example again to the ease of larger 
trH'i.iLT r (i j ;}i i areas: it would not be the New York 
Stock Exchange which competed with German 
industry, but South American industry which was 
able to attract German funds via the New York 
investment market. 3 

If the funds which, flowed onto a foreign stock 
(■change do not return in the shape uf Inn 2 -term 
1 investment by foreigners, t.hey will sooner or later 
. return in the form of a demand for goods or services. 
It is not, of course, quiie immaterial which one of 
the two things takes place. In the one case the money 
capital i.i made available to a domestic producer who 
is thereby enabled to uinlcrialie investment and may 
buy machines, for example. In the other ease the 
money capita! 2'oes to a fore-ion proline er who also 
procures machines. Thus the new machines will be 
abroad rather (.ban at. bourn. However, they may be 
lion a lit from the same factory. And from tie point 
of view of the factory which produces the machines 
it may bo tile same whether an order comes from 
home or from abroad. But it is an old proposition of 
international trade theory that the money may "come 
iiack'-' -'rem abioad in the form of puymenl. for entirely 
different things, e.g., consumers* goods or raw 
materials, or through a decline in imports. In this 
case the machine factory in our example will not get 
an order. Furthermore, the possibility that the 
"return trip" of tbe money from abroad may be 

ir.iv (Im-eiiiii-mada capital goods sod if late/ths South American 
liriis p.-uvi: I j Ijf [[I'.i.liuiit hi:: IV Mew Yorkers to whom the 
Mi-iiiiiul \<M-..a ■■sit-.-. :r. ::\: an w.LviT.t, Germans mill have financed 
the sale of their own goods without losi la themselves. 



delayed, and that the cireolatlon may in consequence 
hi: induced for many months, is the one circumstance —but its 
which gives the objection its justitiell I ion iliougli lei. 
than is usually assumed. 

71. The second objection, in contrast to the first, 
concerns the import of capital. It is directed against raised agui- 
the effect of the inflow of short-term foreign capital ° 
in strengthening the ten den eins Inwards a speculative funds ;— 
boom on the home slock market. Tiie boom which lias — wliich m 
been nourished by tile foreign funds is, it is said, \,„ om aul i 
bound to break when the foreigners withdraw tlieir jj|JjJJ^J*JU 
funds. This is true whether the foreign funds Have atwvttta 
been used for stock purchases or for stock exchange '^''V'i 
credits. The withdrawal ol stock exchange credits 
exerts a depressive effect on the securities market. 
The bulls find it hard to finance their holdings imy 
longer and thus try to liquidate them by selling. The 
fact that some speculators or investors, whether 
loi-eisiners or jiaiimiafs, surfer capital losses in this 
way is as such of minor importance (in view of whai 
has been said in Chapter V). If, however, the with- 
drawal is capable under certain circumstances of pro- —thus 
ducing a setback in the volume of production this is l;'™,: 1 :"',',' 1 
a more serious problem, 'the credits lent to the stock .ifem-i: ;i 
exchange by foreigners did not remain on the stock 
exchange. They flowed into industry. The with- 
drawal of funds from the stock exchunge cannot Lake 
the money capital that has once been invested in 
production out again; it lia.-i been absorbed in capital 
goods. The outflnw of money capital cannot therefore 
proceed at the expense of the existing capital equip- 
ment ; it can only be financed out of new supplies of 
money capital which are consequently prevented from 
entering into production. This may make it difficult 
tor the producers' goods industries to sell their pro 
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ducts unless they are able to find a market in those 
places abroad to which, the money capital recalled has 

Tho with- The sudden withdrawal of foreign funds is usually 

JSimH objected to moat strongly on the grounds of its 
^ "H'-.r" f deflationary effects. It is true that at least in the 

i . ... liiort rim t hp fj>:ar,tity of circulating media will be 

reduced. In any case the sudden withdrawal will 
cause ii (Inninniinn in ihe available supplv of loanable 
funds. Since the level of production is" sensitive to 
dimimil.iims in ihc supply of money capital it is under- 
standiibls I hat a ''short visit" of foreign capital will 
not be particularly welcome. After a period of 
abundance of money capital, current investment would 
suddenly be reduced to a smaller scale and it is likely 
that this would be accompanied by wide disturbances 
and real losses. 

aitl ''ell'-- Central banks have repeatedly made the attempt to 
rryi -.MiL'ticiL's follow a monetary policy which is more or less 
How of* coneciolls ly aimed at compensating such sudden inflows 
foreign or ouidfHvs ol spur ,iie live foreign funds by measures of 

bakicea;— CTe< }jt policy. Quite recently* this "offsetting" policy- 
has been attempted systematica 11 v bv the United States 
Treasury in its "gold sterilization" programme. The 
gold which was imported in connexion with the inflow 
of speculative foreign funds was bought not with 
newly printed gold certificates (or, more specifically, 
_-«,» with deposits obtained for gold certificates), but with 

Bferi '"J™ borrowed money. Thus the Treasury Department met 
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spUs ioLil, it can use the sales proceeds of Uli; 
to buy bacli or redeem its ilebis, and ti.ua put funds 
at t'-ie disposal of the money marlei. The mimov 
capital which ii paiil out tu ibe foreign creditors 
(investors or speculators) ia in this "way replaced by 
the funds supplied by the Treasury in repaying its 
debts. Analogous operations are perlormed by the 
British Exchange Equalisation Account, 

The possibility of speculative movements .,f shoH- 



bc temporary "visits" oi foreign capital is an interest : ',.i'-,'. ; : !.'.;'r,.k 
ing compromise belween Ihe mechanism o( I ; ie '•" "'luiii-ic 
nationally managed eurrency and that of the gold 
standard. Under the so-called "automatic" gold 
standard a;i inilow ot capital leads to an increase in iii.:i n „-udi-[i; 
the circulation while exchange rates are kept stable; ™™™«:— 
under the "independent paper- eurrency" an inflow of 
capital leads lo a rise in the exchange rale while the 
quantity of money remains constant ; under the new 
system the attempt is made to keep the exchange rales , v ,.i la „ s ,: 
stable and to keep the quantity of money constant, J^,™ ' , 
or rather to make it independent of the movement of arakept 
capital. The repatriation of foreign capilal leads "^'.""j.*,, 
under the automatic gold standard to a diminution »!Scta of 6 

Itjl capital Auws. 



at the monetary circulation, and under tbe independent 
paper standard to a fall in the exchange rate; under 
the new system both the monetary circulation and the 
foreign exchange rules are held constant. 
. The chief weakness of this "offsetting system" is 
that it is impossible to know beforehand whether the 
capital which flows in is going to remain for a short 
time or a long time. Interferenee wirk the normal 
reactions to movements of capital when investment 
of longer term are concerned would probably call forth 
more .ipiious disturbances than those which would be 
connected wit!) |.he unhampered react ions to capital 
which moves in and out again within a short period. 
Moi-r-oter, the size of the movements of short-term 
capital will be much greater under tbe offsetting 
system than they would otherwise be, because the 
normal reactions produce price adjustments whio.b lend 
to bring the flow of capital to an end, or even to 
reverse the flow. Yet, when tbe ['resumption is very 
slioog that (lie inflowing foreign capital Is "hot 
money,''' which is rip; to be withdrawn at an\ moment, 
then the offsetting Operations ol I he e_\rha>_L;e equalisa- 
tion funds are clearly suited to their purpose. 




mentioned previously aim at compensating the effects 
of capital movements, fiscal measures are designed to 
diminish the volume of capital movements by frighten- 
ing olf [orpign owners of capital. This policy would 
be in harmony with most of the state intervention 
philosophy of the last decades : the mobility and 
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flexibility o!' economic factors is diminished in the 
intere-us ni what is hoped will be greater stability. 

If, however, we inquire into the causes of the inflow 
of speculative capital from abroad which ia so much 
objected to, we shall often find that it was the boom 
tendencies that were already present on the Btock 
exchange which attracted the foreign funds. La 
liausse amine la hawse. The beginnings of the UuuOj Um 
.periila : i vi: boom oiigi naled in a flow of money from ,Viü u.il l 
domestic sources. And as it is extremely difficult 'l="''/si.«: 
io conceive of a sudden epidemic of saving, we are intt.itimi, 
once again driven back to credit expansion by the 
banks. It is the "domestic" creation of credit which 
msuii ily produces lisot. seni.imom on the slock exchange merely 
and that movement of stock prices, which act as an fe™o«isn 
invil.al.imi to foreign funds. participation. 

The occasions when the short-term foreign f und a It miy 
flowing onto the stock exchange are to be regarded Jv£r That's" 
with real mistrust are when these funds owe their ,l<lul j' 
existence to a credit inflation abroad. In this case fonsinn " 
they bring the foreign "bnainuss cycle germ" into u,üiLt,on - 
the home country. 
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a lift combining them v.itli original factors of produc- 
tion (mostly the services of labour). The money 
capital which he reinvests is, in part, liquidated 
working capital anil, in pail, I'eulac.emcj.i I. ailouan'-ft 
for fixed capital. When a surplus over these two is 
received in the total proceeds of production and when 
a part of such "net return" is saved (instead of 
consumed), the entrepreneur will he able to increase 
the scale of his operations. An increase in the supply 
of money capital which mmts about in (his way will 



Imermediiile products and primary factors "f produc- 
tion (labour and land) will, in this case, be used in 
stages that arc more remote from consumption instead 
ul in starjes that are nearer to consumption. A decline 
in the supply of money capital, on the other baud, 
h will usually give rise to disturbances (crises). This 
s. is because a Midden sbii'l of means of prinluction from 
the stage* that are remote from consumption to the 
i.bat ore nearer to consumption would involve 
skipping several stages, and this is technically 
impossible. 0 A diminution in the supply of money 
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capital will cause a disruption in the process of pro- 
duction such that intermediate prnducls produced in 
the stages of production remote from consumption will 
fail to find biivcrn, ioveMmcn ts in tli« pieci-diii:: suites 
will fail to litj liiiuidated at t lit- due date, and a g-ui 
v.ili result in laryp pari' of industry. 

T3. This simplified version of a set o£ rather compli- 



directing into production the primary factors that are 

are dependeut on the amount of free money capital 
that ia availahle. It follows that in order for pro- 
duction to be carried on at an unchanged level the 
free money capital supplied in each period must not 
fall below tin' imiiiiiiii Mipuüdil in Ilm previous period. 

A condition for the maintenance of an undiminished 
supply of money capital ready for investment is that 
the returns of production should always permit pro- 
vision to he made for replacing '.lie work i nc; capital 
that has been used up and the fixed capital that has 
depreciated. The entrepreneur must, therefore, be 
able to conduct his business on a paying basis and 
must not use more of his gross return for consumption 
purposes than allows his working capital and amortiza- 

If, in addition to this, part of the net return, or parts Monty 
of the earnings of labour, land, and capital, are g^"^ 
invested (new savings), it is possible for longer Mntftmons 
roundabout methods of production lo be undertaken. J,™'^;™ 
The new production cannut, however, be continued, or pwiwle. 
rather the volume of investment cannot be ü 
at the higher level, in the nest period unless the si 
dose of money capital is forthcoming — otherwise 
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increased prod a et inn will not be taken oyer by the 
succeeding stage. And where the production siniiilmi! 
bag many stages, a dose of saved money capital which 
if F,upplie(i only onn>, and nut conti niHui-lv , may caust; 
production processea to be started which cannot be 
continued. 

The fact that saving may have disturbing effects 
of the kind liable to canse a depression has been 
pointed out and explained in similar terms by Lampe 7 
and Hayek." These theories, however, have to be 
sharply distinguished from the Kevnesian honrdiji<r 
theory and the und er- consumption theories of the 
Faster and Catehinga' style. Nobody will deny that 
saving, if it involves spontaneous or institutional 
hoarding, will lead to disturknices (as Keynes shows); 
what can be denied, however, is that intended saving 
always or even usilhTv involves hoarding. The idea 
that saving ia bound to produce a crisis, independently 
of hoarding, because it involves a restriction of con- 
sumption (as foster and Catchings" holt!) is to my 
mind untenable. I mention these theories here only 
to bring out the contrast. The theory which I have 
nreseolwl, coinisi.tiiis up -Li viiiä: i ■. 5 . i! i '.iilui ures, is 
of quits a different nature. The substance of this 
theory is that the saving process leads to an extension 

" Adnff Laropp. Zur Theorie den Spatpro:c:s- s i<»d i/i : . Kudii 
zchcp/unv, Tom J 925 . csppcially pp. 67 ff. 

ä F. A. Ilsyefc. Mnn- inri, Thv-ru i»:d Tr.vlr i' a -h. mi. 2G!> 
ff. In an articLt li .- i-.lf.| ■■(.;,.■:. Ii l-i-.-.r-io 'in': K..71 urk-n ' Worin'- 

e Hay*' I book"in e ite 
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or] \V. C'jl <-JiLr?j^^. i'.'./ri-, I' u! : Ii li ■: ti: 1 1 ] of f',e 
E.-xiuiii'i Bosearcli, No. 6, Boston and Nörf 
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ealized that consumption 
>tentiul output of society 



i system leading 



STOOKMABKET, CREDIT AND CAFITAL FOEMATIOS 



It is important to note that measures whioli are 
designed to raise consumption, and which, hate been 
very popular iii-r.rumcijti of economic policy i.iiirinp- 
tile last two decades, may have the same effect. If 
the increase in consumption takes place at the expense 
of capital formation (even if net capital formation is 
still positive but smaller than before), it may lead 
'.o ili-i (urbane es in the structure of production sarh 
as have been described. 5 The mere diminution in 
the supply o£ new money capital may be sufficient to 
cause a depression. 

Not a 1 of tti« 74. The entire amount of money capital supplied 
™ppl*iad* p,tal does not all appear on the credit market. When an 

cnpiai necessary lo make good for the depreciation of bis 

°" fixed capital, he will normally reinvest these funds 

taten», in bis own business. These funds have to be counted 
" .i ■ pari of the supply of money capital available for 
inves;ijio:ii eve- l ■ . o . j ^ 1 i i.liey do not puss lli rough '.lie 
capital market. The entrepreneur will retain this 
money capital in his owu business so long as that 

i" business shows sufficient profit. Furthermore, a major 

part of the new capital deriviui;- Irom business profits 
-mil meet may be used in the firm of its origin, with the result 
tbeplasol that even newly saved capital does not always pass 
their .rigio. throng t-'te capital m;sr1;c(. This is whiit is usually 
called self-finance of industry, or corporate saving. 

In those cases where the savar (or the person who 
provides the money capital) is not identical with the 
real investor, the money capital comes onto the 
miiriiflt. A lead i til- role :n I tin nrc/nniKii I Ion of the loan 

>P. A, von Hayek, Pri™ n,„l P„„h„:lw„. p. 12S. The simplo 
theoretical scheme developed here helps lo ev^lain how distr^rbancea 

■ ■ 'II ■■ i 1 ii ii ■ ■'> i ' i hi l 1 ill 

niv nr i ii- 1 c .in "Tii., o.r f i-r:i^.i..r i'i.i.iiil in Ai..t: !■.'..:■ He\-\r.-,- 
of F.romuair. Watts*!«, Vol. XVII, 1935. 




market is, of course, played by the banks. As is 
well known, the hanks do not confine their activities 
merely to the transferring of credits deriving from 
new savings and replacement funds; they grant other 
credits besides. No matter whether they do this hy 
making advances or overdraft!), hy discounting hills i.r 
hy purchasing: -ecu ri 1 ics, Ihey a.c providing purchas- 
ing power which has not been given up by anybody 
else linl'tjl-^liii ml. T'art of the supply of money capital 
ihus frequently is ''created" credit. Opinions as to ®' 
how large a part of ü:.c supply of money eapiial this a-, 
represents, and as to what are its effects, are various. EU 
Cassel, for example, stated that the part of money « 
capital that comes from "the issue of hank money" 
is very small in comparison to the supply of genuine 
savings. 3 Schumpeter, on the other hand, took the 
creation of money capital hy the banks as the essential 
factor for his Tlwnry nf F.riniciiiu- Dirrhipment* and 
a number of authors have glorified Ihe "creative" 
power of created credit. There is no doubt whatever 
that created bank credit is in fact a powerful agent 
in the shaping of economic changes. T1 has. however, - 
been explained in many theories of the trade cycle, „j 
and especially in the credit theory developed hy 
Wici-isi'li and MisHs, ih.'it Iliese change; will usually 
take the form of cumulative-reversive movements. 

It is, of course, not the existence of bank credit, - 
but its expansion, that is the agent of change. If, * 

to j, this P volume of credit will have exerted^its effects " 
at the time when it was created, but the continued 
existence of this amount, that is, the prolongation 
of the credits or their replacement by loans to other 
borrowers when they are repaid, will not set any new 



movements going. It is only when tin; hiinks e^yand 
their lending to x + n thai we can talk aoout an 
inflationary supply of money capital to the extent 
of n. 

It will be clear at once that a single increase in 
inflationary hank credit means a single dose of new 
money capital and enables an expansion in the volume 
o£ produotion to take place which is liable to prove 
impossible to sustain in the very next period unless 
further doses of money capital follow. It is con- 
Han iu- ; ft (he BiKTi'eiiJnrf perinr!* sufficient to take the place 
jivodi.ttior ot rli,> doses, (it n.'.nr.ey iinpiial v. i.ich li jt.i1 lieeri provide! 
voiui :e ia tu j n t j! 0 £ rB j p Br j ul j j,y hank credit. In order for the 
mine 1. a production processes that were started with the aid 
orfui -I ' " °^ bank credit to he continued , ; l uould be necessary 
r:-. Ji im-jsi f or t [ le voiume <tf credit. ' i ii is! n 1 1 d i n s; to remain at the 
iVfu-iiuü- ' increased level of x + n, and for the amount of 
cö'rre p C 'ond > * voluntary saving per period to increase by n. This 
\ng ii orcait increased provision of vohmtarv savings iu ihe periods 
°„™ " nt '" ; succeeding the period of credit creation must not be 
confused with the provision of "forced saving" result- 
ing from the investmoni of (lie created credit. 

Since there is nothing which would "automatically" 
call forth a sufficient increase in the level of voluntary 
saving, we have to conclude that the only way in which 
a sudden recession in the volume of production previ- 
ously expanded by means of bank credit can be 
The i dated avoided is if there is a continual expansion of bank 
]ii--'it' !■■' 'm kv v creul it 111 ' ue succeeding periods which will provide 
t» be rnam- additional doses of inflationary money capital, 
by V, iii'l'.Iv, Supposing that in the initial period bank lending had 
riu" ( "■■m!it" k ?en increased from x to x + n, then the extension of 
inn* ton. production produced by that increase would require 
for its maintenance a further expansion of bank credit 
to x + 2n in the next period and to x + 3n in the 
ITS 
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third period. (It would even be necessary for the 
la lor doses Li) be increased in mancy volume in order 
to compensate for the accompanying prl'-u rise.) As 
booh, however, as the process of fuither credit inflation 
comes to a atop for any reason, tben even if there 
is no credit contraction in an absolute sense, the total 
value of money eapilal available will be reduced corn- 



remote from the consumption end, that is, in the 
producers' goods industries. Probably it would be 
possible in many raws to ward off Hie crisis for some 
J u;ie lu-^-cr In oonnnumi; flic cvoil:i exprinsnm . Im; 
(lie expeiience- n[ pasl inflations showed i.liat notli;iig 
is gained by so doing-. 

Our simplified model, based on the assumption of 
a constant supply of money capital, is sufficient to 
provide us wii'i 11m main enn elusions of Hie moueiary 
theory of the trade cycle. Since all inflations must 
come to an end, since an everlasting process of 
inflation is impossible, an expansion of credit by the 
banks usually contains the seeds of a crisis. The 
roundabout production process can in the long run be ™<> '°°e < 
maintained only at that level which is allowed by a Zllti* * 
permanent and steady flow of money capital supplied jj''™™, 1 "^ 
by voluntary saving. suing. 
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by all economists. It may be emphasized once again 
that it ia not, of course, the credit itself which is 
"dangerous." The bank credit eieated by the note 
issuing banks ami tin; i-tmunerrial banks may in the 
iigsiTT«:it-(.' i'nuipri-ü a v.-ry considerable proponing ot 
the total circulation (i.e., the circulation of mouey 
uidudmg checking deposit) ami it would be courting 
ridicule to claim i.bal (bis "tuluciarv ci roulation " ii 
dangerous. It is not dangerous any longer. It 
exerled iis effects earlier at (be time of its creation, 
and by now has long been a. part of the circulation 
of means of payment which is entirely harmles- and 
is even necessary in order that the existing price 
structure may be' maintained. 

The reason why there are so many misund erstand - 
inga and differences of opinion in this sphere of 
banking theory is that it is a sphere where problems 
relating to the supply of money and the price level 
converge with problems relating to the demand for 
capital and the level of interest rates. The double 

s , role of bank money as a medium of payment and 
as money capital has paved the way for a great deal 
of confusion which many authors seem unable to 

'' escape. The muddle is avoided if it is made perfectly 
clear that bank money functions directly as money 
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iv has, however, a lasting cflYr 
iv.nlfuinsr media and the price le 



inun'fil. ernes will rise Lijrain. While llic :n:ie level is 
dependent on the absolute vnlmnte of ci riailn i injr media. 



the rate of interest Innres on <■?>«■« in the volume 

A cardinal mistake of many writer.! on mon.Hary 
theory is tli at they believe that if the amount of newly 
created circulating media is only just sufüfiWit to 
maintain approximate constancy of the price level 
(whieh would otherwise have fallen}, it will have no 
effects on ill'. 1 capilal marliel ;iml llii; slructure of pro- 
duction. These writers are the victime of a simple 
sophism which runs somewhat as follows : "A rate of 
Iritcrrjsi at which mi nur« is inve-ied than provided 
for out of voluntary savings leavt» the price level 
iiriclisiüa'iü], There/ore, a mtc uf interest which keeps 
the price level constant is equivalent to tin's pquili. 
urium rate of interest." Unfortunately ''leavin;: l-hi 1 



I . i : i : 1 1 1 1 1 In:..', is I ■! ■ : ■!' Ii i 1 -:.i=y i' ■ ■' ||. : ,. : 11 iv .o in 

Uli: of li-uli niii';-v '■:.n-l i Li.i .■- :j Milien l.i 'lie Hrm' uf 

l-:.-s::;i|-.Lf fluids in fir, ii-rl.wl whirl, -.lis : .nrrease l.i/ey. jiViit. I'll" 
^;i:re is trill' for n ?ela-d : p oi lii'.icri:. fi::nl* 'ir tlio us- 1 of 

i,-:i:ri--.;rv si:i|.lu- balances. 

Fur an able discussion of r.'n., ".iie.-'i.- v flo'v" an.-.lysi.. l.,-,; 
F.. S. Slssiv, "Fnis,: lsv.u's ii. : niov-si -Tliro-v Ccii-'i.vhisv." 
J,.,«r»ü! <:i Priwm, V.'l. XI. VI I1«3S:. |>p- Soli-Si* ' 
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price level unchanged" is not the same thing aa 

" keeping it constant." 'I hr creation of new circuhit lap; 

media, so as ;.(> keep const n j ■ i a price level which would 

otherwise have fallen in response to technical progress, 

may have the same unst;ibilizni g ciVcct imi the supply nf 

money capital thai has been described before, and thus 

be liable tu lead to a crisis. In spite of their stabiliz- ™- 

iiLLi" ■ ifeet on the price level, the emergence oi the new ..-_,,'[,, i . i,,. 

circulating media, in the form of money capital may ["'''■■■ 

cause roundabout processes of production to be under- tobS»"" 

taken which cannot in the long run be maintained. 1 production. 

76. Many believers in (he ideal oi the stable price 
level, who propose thai a fall of priees due to technical 
progress and failing rosi, ,,[ prad.ii'i :.oij should hi- pre- 
vented by means of credit expansion, are fully 
conscious of the accompanying danger oi over-invest- 
ment. Tt is, however, open (u them lo argue ihal (he 'ivcr-isjvcst- 
additiunal. circulating media should be used to finance !|"!,'',|.. 
consumption, and iu that case, would not produce the ö™ might I 
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What conclusions does the rough anal 

programme:' TI.e mriiitionnry augmentation of con- L 
flilmer purchasing power would lower flic relative share 
of total purchasing power devoted to Investment hi 
(reinvestment} purposes. This would mean a relative 
diminution in the supply of "capital disposal." If the 
production o£ producers' goods competes with the pro- 

* F. A. von Hiiyclt, M'lnr.tinj Theory ami lilt Tro'l' t'yd>. 



duction of cim-mii a;ivu;s by using the same produc- 
. live factors, then a rise in costs may occur, leading- to 
a f-oulracijoD o: |.iroiluct;o.u in certain producers' goods 
industries and, in turn, to diminished sales in other 
industries which previously supplied l.hein with 
materials. Under conditions of full employment of the 
labour sup ply, tliis wouliI probably occur immediately. 



pidiiS™' ° f inflation are likel ! r *° be ti,eae : Credit granted only 

l"!"'"* ducers' gouils iudujl rics (prosperity) and later to a 

!"■ ■" crisis and contraction (depression! ; credit granted only 

a!i; in consumers may lead directly to a painful contraction 

of the producers' goods industries. 
Ad idsal ^ The question whether it would he possible to distri- 
ct" V™ bulti l.li e new puTidiiii-ing pimer i.-rcy r.i-rl hy bank lending 
fsn'aMk S ° "^eally" hetween investors and consumers as to 
avoid all disturbances at the time when the credit 
expansion is discontinued, is more than doubtful. 
Sti * It is hardly necessary to point out thai, stock 



" a from sellers who want to spend the whole or part of 
t, con- their sales proceeds on consumption, that has to he 
"™' regarded as consumption credit. 



CREDIT CREATION AND ITS PROPER LIMITS 

77. There are many people who admit that there aTe 
dangers connected with inflation, hut who argue that a 
"tiny bit" lit inflation cannot do any harm. This 
attitude, which is dictated by an inflationary bias 
■,\ hieb exists arnong large sections of the l.m sir. ess world, 
has its counterpart in the scicntilie treatment of the 
problem of bank credit. Everywhere the question is What are 
ashed: What arc tin.' limits to which it is possible to healthy 
go in expanding bank credit without producing harm- ,™ ^* sjl)1 
ful effects; what are the limits to a "healthy" credit 
expansion ? 

It has already beeo rem iifkod that the answer to this 
question is commonly influenced by a confusion of the 
effects on the price level and the effects on the interest 
rate. There are many proponents of price stabilization 
who lack all understanding of the connexions between 
an increase in the quantity of circulating media, the 

professional economists sometimes fall into this error, 
liiipkt', fur instance, said once in Ms discussion of 
capilal formalinü; "If no rise in prices occurs this 
means thct the volume of credit is hcin» 1 kept within 
limits [hit tire necessary for fLaancim; the tr;i:isaciio]is 
of the economic system and is thus fulfilling a function 
which is evidently outside the functions of capital." 8 
Röpke is here voicing the peculiar view that up to a 
certain limit, i.e., so long as it dues not produce any It has bp 
absolute price rise, a credit expansion does not repre- seated 
sent any increase in the supply of money capital. It is 
not clear why an expansion of bank credit should be raise pri 
sometimes within and sometimes "outside the functions j? 
of capital." Incidentally, Röpke does not always """^ 
adhere to the argument quoted, especially as in other 



t Wilhelm Itflpka, lor. ext., p. IS. 
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media will move in such a way as to give ail approxi- 
mately stable price level. 1 

The arguments which Cassel adduces in support- »f . -»»■'» lll " t " 
his view il'iil "a i'alsilk r:! ion ot the capital market's [i, l ..h..i .■:l[.h.l[ 
situation through too low a rate of interest"' 1 merely 
prodicc- a " Iransilioi: Inmi one p;is:li<ut ul u i I ihn 1 .: in ■-.-.uwam ilis- 
to iiuolber" arc riot sull'ioicnt proof llni.i this mechanism """ 
functions without prtaui'Tiij: the nhenu'iier'.a associated 
with a crisis. Cassel shows that a single reduction ni 
the rate of interest by the banks cannot lead to a last- 
ing inflation since certain Eaclors i i bcsian operating 

to eoimtcr-baliiiieo the stimulus of the lower rate of 
interest/ This may he perfectly correct on its own 
merits, and had already been pointed out by [sea, but 
if. ban nothing to do with the question whether the 
increase in the pnnliictron of capital can he main- 
tained. Cassel deals wi/b lb!* question in ihe following 
sentence, however; '"'The iirtifiehi.] reduction of the 
interest rate tun, Iben, lr-il In an an ifniallv n:in IWccil 
cupilai production, which is tantamount to a forced 
increase in the national savings."- This sentence, 
which Cassel does i;oi umbe Itie slightest attempt in 
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>iih;:iiir!tin.ii--. is obviously (.'iiuivnli'iii to accepting the 
doctrines of "forced saving" and of the "creative 
power of bank credit," which, ie not quite in harmony 
with Ousel's other views. 

So far, no satisfactory proof has been given in 

level, will not. cause disturbances in tbe production 
.-il.ni.ci.ure. Wu aru, ilujri.'faiv. consi.rjjincil in M! back 
on the results of Hayek's analysis: "The rate of 
interest at. which, in an expanding economy, the 
amount of new money entering circulation is juat 
sufficient to keep the price-level stable, is alwaya lower 
than thu rate «hink would keep the amount of avail- 
j ahle loan capita] equal to Ike amount simul laneously 
saved by the public; and thus, despite the stability of 
the price level, it makes possible a dcvclnpirieni lead- 
in™ away from the equilibrium poaition." 6 

T8. We have seen that it ia a misluke In attempt In 
define the limits of a "harmless" expansion of bank 
credit in terms of price stabilization. One of the few 
authors who have attempted to define the limits of 
permissible credit expansion in other terms is Adolf 

by: P (a) the size of the reserves of" the social product, 
ia (b) the tempo at which the output of the social pruuue.l 
" r follows the input, (c) whether it ie economically 
'■ jjui.jible ui put bjck into the economic process uh.il 
has been taken out (or ita equivalent), so that the 
social product may be reproduced in time."' Com- 
mendable as this attempt to determine tbe limits may 
be in comparison with the contribution a of other 
studenta of this problem, it suffera in my opinion from 



« F. A. von Hayalc. .J/J. 

'Adolf 
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the use of concepts which, if they are not incompre- 
hensible, are at least extremely -vague. If the 
"reserves of social product" are supposed to represent 
unused productive factors, especially labour which, is 

however, that this determinant is not sufficient accord- 
ing to Larape, anil i hat he refers In two other factors 
which have 10 he present if the economic process is te 
!■<> en smoothly. We shall have occasion to refer again 
to Keynes' indicator later in this chapter. 

There are eeriain consiilcrjT inns whlcii can he slated 
jo fairly simple ti-rois, ami which seem In me to enable 
us to find the limits willmi which ii is possible to 
expiiicl bank creilif. without inc'.Lrrin i; 1 the penalties. 
Newly crested credii. phi.eo.s money capilnl at. the dis- 
posal of the market without any corresponding release 
of productive fuciojv dne io voluntary retraining from 
ennso mpli on. Wneroas the normal praco-s of capital 
formation consists of two steps, s.ivinfr and investing, 
newly created bank credit makes it possible for invest- inv,!tti>i:m 
ment to take place in the absence of voluntary saving, ]"^Z'.J 
and this is what gives rise to the development of dis- 

also familiar with the opposite case of onesidedness in 
the process : intended saving without investment, that 
is hoarding. In this case, the private saving, as wo 
explained in § M, fails to proilnr.e any saving from the . intended 
socio.! point of view. In other words, it does not lead '' 
to any capital formation. The command over con- rututis 
sumors' goods or over the corresponding factors of 8 t ' on ' — 
production, instead of being made over In an investor 
in the form of "capital disposal," is returned to the 
consumers (and other buyers: in the form of o deflation- 
ary fall in prices, or it is even lost it wage rigidities 
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do not permit that the labour farce be bought for a 
reduced amount of money. 

This exposition point) ilraisjht to the answer to our 
question. No disturbance in the productive struelu.ro 
of the economic system will be caused provided the 
investment without saving — which is financed by credit 
expansion — doc? nut exceed the saving without invest- 
ment' — which is sterilized by hoarding. This liriuis to 
the conclusion that the limits of a healthy inflation 
of credit ate determined by the extent of the simul- 
taneous deflation due to hoarding. 



unused jiuridui-iiii^ power is substituted fur by newly 
created purchasing power. 8 (The interest on the loans 
or investment) accrue.) in (.be banlis instead o£ to the 
savers.) Although this rule may seem to he quite 
clear-cut, in practice it is very vague owing to the 
difficulty of estimating the amount and the duration of 
the hoarding. Tf we. Iahe an increase in idle balances 
as justification for expanding credit, then we must- 
regard a decrease in idle balances as a reason for con- 
tracting credit. If the hoarding ami d islmardi ri g 
iipuruxii'iutcly balance each other, we arrive at a figure 
for appropriate credit expansion of exactly nil. Only 
on condition that the figure for net hoarding is positive 



79. The es 
hoarding doe 
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geroepen koopkraclit tiaedt hier in dft pfaata van da door onpotting 
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crisis. We may arrive at another oast' by recalling 
our theoretical "scheme of the constant supply of 
money capital" (see above g73). We saw there that * 
it was conceivable that in a period following on a \„ 
period of credit expansion a rise in voluntary saving » 
might occur which would provide a dose of money t* 



be said that the supply o.i' money capira! in litis case 
preceded the. intended release of productive factor? 

lint (bis untlcipalion of saving would nut lead to a 
ciisis so long as the saving and investment activity 
were in fact mainm'.neil on tlie higher level." 

The conjuncture of evenls jusi described is, "however, 
nut likely tu occur except by mere chance. The case 
has nothing to do with the idea of "forced saving" 
nor with the equality of 'V.e past savings" with the 
mvcil ui.nt li na need out id nvilil- expansion. 1 What is 
meant here is voluntary saving which t.a.k-ns place in Incn-.isul 
the periods succeeding a period of credit expansion, [,-. 
and which serves to continue financing the increased ^' .. 
volume of investment culled i'nirh previously by the .,r 



1 of new credit during the periol h ; 
iii.li--Li]iL.,l *-;LvirL£s." 



credit expansion. It in nut impossible fur this to 
«cur, Ksjicoin.il as I lie ability In save may rise in con- 
sequence of the previous credit expansion. The 
—Imt tins Lnciea.icd ability in *ave cannot, linwovei, last once 
tawlnjÜLrj Öl* rise in prices has caught up with the increased level 
money income. Only in the case of unemployed 
manJi«T factors being absorbed into the production process in 
mtsreand, suou a wav |h a i (oial ,-(..,] iiK-omc is increased per- 
manently, can the ability to save be raised per- 
manently. Anil only then may it be passible tar a 
rise in vol ii ii la ;y Having In licop tho napjily of money 
capital at the higher level after the credit injections 

The saving which is made by entrepreneurs out of 
the inflated profits accruing from the credit expansion 
(and which m i ju.li T. perhaps bo called "secondary 
Ttm "-aicmd- saving") does not suffice to prevent a sub-tan cut 
mtoltaSied reaction. It is more Likely to reinforce the tendency 
-Ji-L- »muI^! to over-investment and to make iho subsequent read ion 

■ more severe, since the profit inflation will probably 

m.iii Hei an: reach its end ;it tlie sjmc time as tho credit inflation. 
r f! iLci.i..ii. Thus hei> sources of money capital -credit exjiansion 
and corporate saving out of inflated profits— will dry 
up simultaneously. It seems, therefore, that the set- 
back in investment activity will be inevitably 
intensified. 

There is thus little likelihood that investment 
activity can bo main tain oil at tbi: bisher duel after the 
credh expansion has come to an end. The increase* in 
invest nicul which was financed mil of bant credit will 
then turn out to have been nothing more tban the 
upward phase of a trade cycle which is followed by a 
crisis and depression. We conclude I li at. credit creation 
may be, so to speiik, "money in advance" against the 
savings of the future; but since the future development 
of voluntary savings can never be predicted before- 
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hand, there is not much justification for expaniiing 
bank credit on the basis of these future savings. 

80. Another significant rims :J erat ion relevant to the 
determination of I hü proper limits of credit creation 
centres around liie problems of changes in the volume 
of money [rarrsiirdoiis and in cash balances of Ijusin fp..s 



average cash balances. The former are the cash * 
reserves which are normally held in a preconceived 
amount in order to be prepared for unforeseen 
expenses. The larger the number of firms, the larger 
will be the aggregate size of these basic reserves, and 
the smaller- 1.1. e number of firms, the smaller will be 
the sum of tlie.se idle casn Holdings. The average cash 
liohliri^s. iriilr.ee active balances which are not deter- 
mined according to any fixed plan, but are a reflection 
of the fact that current receipts accumulate in the 
cash holdings of the firms for some interval (however 
short) before they are spent. The more firms there are 
(through which the products have to pass in the course 



the fewer the transactions that need to be settled with 
money, and, therefore, the smaller the relative cash 
tiiiLi iu;cs held 111 Ike industry concerned. 

Changes in the necessary siw of rlj (■ -i; dash holdings 
do not only ulTcot the price system. They also ropre- 

consequently influence the demand £or, and supply of, 



integration of different establishments, it would he 
necessary to contract credit; and in the case of increas- 
ing vertical differentiation of industry, i.e., in the 
ease of Ulli splitting up of firms into separate units 
(Tiuimlliiij;- separat; phases ui the p ro flucti ve process, 
it would be necessary to expand credit. It does not 



LTl.« BD Au increase in population per se (or in miniature an 
inore. sed addition oE i! baby to tin: family) dues, uf Loursc, evoke 
ii'uiif .'Hii'li- dssiie for "more money" (in reality more real 

" f l; " ' ' "i" " ! "i i rircniioj with wnieli to feed the additional mouth, but 
naitila this does not constitute an increased "demand for 

inert, aed •— m()ne y" ur a reason for increasing the volume of 
money in the system. 

On the other hand, the mmilier oF separate house- 
holds, and, consequently, the number of people who 
want to hold minimum cash reserves, may increase 
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without a growth in population. Let us suppose that 
after a long period during which the population has 
been constant, the population figure rises over a 
number of years in consequence of an increase in the 
birth-rate, and later becomes stable again. The 
increase in tile number of babies would be no reason 
for an increase in llie volume of money. Later, how- 
ever, when the population has already stopped 
increasing, the age distribution of the population will 
change: There will be a larger number of young 
people reaching (]„, age when I hey begin earning their 
own living and become independent. Quite apart 
from the probable increase in the supply of labour, 
the fact that the number of owners of pockets, purses, 
and bank accounts, increases explains that there will 
be an increased demand for cash; this will have a 

(lefla:! try influence n n .;] sSiinld be compensated by 

an increase in the volume of circulation. 

Thus, it is not the Increase in population per se, — to oflae 
but the increase in the number of people «anting to |J*!*f™"J; 
hold cash, which gives the expansion of credit its uasc of 
compensatory character. 3 hfl)«?™. 

81. Our discussion of ihe '"siable price level" idea 
and of the proposal of price -stabilizing expansions of 
credit has already shown that an increase in the aWsnnt"' 
volume of production of goods does not prevent an " , ','™ t 
accompanying crmlil e:\par.sion from leading eventu- creation, 
ally into crisis and depression. One of the views that 
is most widely held among the public is that a growth 
in the production of gum!? recuiie^ audiiLonal money 
to nuance the increased movement of goods, and that, ^'""r P™ 
if the additional money is nol provided, disturbances, mu- more 
leading to a crisis ami depression, are certain to result, JJ™*;,^," 

s In the German edition J mails the mistrike of denying 
1,1 r. ■ . i . .. \, 1 i i i ion that an increase in population Jls: ilu:n 



— und this is a blindness which tool i nues to afflict 
many contemporary writers o£ textbooks — that the — ,au 
demand for loans from the banks (which was confused 
with Hu; demand for money) is dependent also on the 
conditions on which such loans are obtainable. 8 If 
lias been [caiiicd that in normal times the banks 
can cause, fairly quickly, a substantial rise in the 
total -volume of bills discounted bv lowering their 
interest rate and following a more 'liberal policy in 
respect to selection and rationing. It was because of 
this, i.e., because the volume of bills hrouglii torwiinl 



danger of a subsequent depression. 

The doctrine oi pure commercial credit has been 
elaborated in modern (imps by reference lo the kind 
of goods against which the loans are made. Thus, 
while it is agreed that credit expansion which, goes *<■ «■=■=■= _ I ■-.=-.-! ■ 
to finance the production of producers' goods and ' 
durable consumers' goods may lead to a crisis, it is ''■ih^-'; : -ic 
held that an expansion of credit is harmless so loap '„'.',-,, ■_„.-„■ 
as it is "properly used." It is supposed to be ^ | " j i i ' i ' l ^ ü "" ll: " 
"properly used" when the credits are applied to the "hi-.-iHiy.' 1 
financing of increases in the production of consumers' 
gooib "hich do not reouire new fixed intest me a is. 1 

This theory has its roota in the liquidity rules 
formerly preached hy many banking theorists. (These 
rules related, however, to the lending of genuine 
short-term savings and not to new eredil treated by 



the banks.) According to Lederer "the granting of 
created credit as working capital for the production 
of consumers' goods"- is liarmloss and is in no way 
inflationary, because in this case "the credit would 
serve to cause income streams to be produced simul- 
taneously with the goods, and these income streams 
serve to buy the goods. In so far as an immediate 
supply of saleable goods ia forthcorn ing a- tbe omml fir- 
part of the credits, and in so far as the credits immedi- 
ately «ive rise So lmome itrcains, tb.fi lon-umpi ion 
of the gimrls provides tbe mcana for paying back the 
credits." 3 

The view that the expansion of credit for financing 
toe production of consumers' goods will not lead to 
This view disproportionalities of the kind associated with infla- 
DHjoottpml: t i 0E cau b e disproved by the following argument, 
cnJSoa Either the consumers' goods industries would have 

S sc^ Wrowed on the m0Qe ? matfcet ' ° r the ta P itti1 market - 

in the absence of any expansion of bank credit, in 
which case the satisfaction of their demand for funds 
by means of the eredn. expansion obviously implies 
-«■f.. the that there is so much leas pressure on the credit 
market, and that some producers' goods industry, 
which would not otherwise have obtained credit to 
finance an expansion, will be enabled to do so by this 
means. As a consequence the eventual results of 
expansion (boom and depression), which Lederer also 
admits in general, will appear. Or the consumers' 
goods industries would not have had any incentive 
to extend production in the absence of the credit 
expansion; in this case the fact that they now enter 
the market for producers' goods with relatively 
d buying power as against all other industries 
ipposed not to obtain credit directly or 



s Ibid., p. 519. 
> Ibid., p. 520. 



indirectly) may lead to a change in the distribution 
of productive factors involving a shift from the stages ~ ; ' a 
far from consumption to the stages near t.o consump- 
tion. In this case disturbances in tue producers' 
snoods industries, as described above, may occur with- 
out being preceded by the boom phase of a trade cycle. 
In a later section (jj 98 1 wc shall show that the second 
alternative is not to be taken very seriously and that 
the first possibility is by far the more probable. 

Thus, it seems that the likelihood that a credit 
expansion will be crash-proof is not increased by the 
fact that loans are made to selected industries on the 

in the literature on the subject of what kind ofcredit 
policy is least likely to produce crises. The discussion 
of the criteria and "guides" of credit policy shifted 
to an entirely different plane once it was realised that 
'■stable nnjssev'' und "neutral money" imply different 
monetary policies. To-day. all tap iietter grade text- 
I'Doks contain quite it lengthy oalniogue. of possible Many sniiie.? 
guides to credit policy: stable cost of living, stable '*','„ ,. 
wholesale price level, stable factor prices, stable i.iry pel;™ s 
''general prices" (including services, rents, and scenri- 
ties), constant volume of money (including checking 
aeposil.sj. cons laut "cli'octivn' ' circaLi.tion , con si ant 
total money income, stable level of employment, are 
the main items in the list. To discuss and compare 
iliese various g'.iidt^ would iake as far away from the 
main topics of tins book. It is, however, not irrele- 
vant to make, a few observations on one index which 
is receiving tncreaoi rig emphasis as a criterion for 
credit expansion, namely, the existence of unemploy- 



inich, it 
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Cro-iit It ia practically indisputable that nn employ men', 

rerf' '°a "'u'n - t:;Ln ' )P diminished by credit expansion provided 
,:m|.|(,vi,i!'iii simultaneous increases in money wages are prevented, 
waLs tiiu-s or provided at least tbat such increases lag behind the 
or j'-'tiiny ug tempo of (he credit expanaion. What is open to 
behnul. doubt, apart from tbe question of whether such a 

wage policy is likely to be pursued, is only whether 
the expansion of credit which ia undertaken in fate 
of unemployment contains tlio seed of a reaction or 
Bm is audi not. (To answer tliis question in the affirmative doe* 
3 1" i"" "° n °t ™P'y disapproves of credit expansion 

ran. tions; unconditionally.) 

Credit expansion for the purpose of financing 
private in vestment will bavc slim chances so long 
as the prospective rates of return continue to be 
negative. If it is considered too long to wait until 
tbe anticipated rates of return become positive, all 
that is practicable is an expansion of credit for 
financing public works. 5 But whether it is private 
or public investment that is concerned, the credit 
expansion which is undertaken in order to finance it, 
wiH necessarily pfiniuce e'iauires in relative prices and 
changes in tie structure of production. The question 
we have to ask is : Do these changes lead eventually 
to an "untenable Situation," and consequently to a 
reaction, in spite of the fact tbat unemployed labour 
was available for investment? 

In ita original formulation the Mises-Hayek theory- 
started out from a state of full employment and on 
this basis it was possible in argue tbat an investment 
inflation will draw productive factors away from the 
stages of production near to tbe consumers' goods end, 

s I den.lt with tlv.:. '.'.p i-:- -.'\ mac: .ktrcf l:j -ny n:.1e, "Zur Fragu 
di i .\:i.'i.['i '0m ^ Kn:dil Ijdii ik-." Z.i'.i.v'w'.-; ;ti .'- 

ii-onomi«. Vol. IV, 1933, pp. 398-101. 



and that this situation is not tenable in Ilm long run Tim ,u..lo™ 
and is bound to lead to a reaction. It was easy to ^.J^JJe™ 
challenge this thesis of the "distorted structure oj 
production" by arguing that it become; iu;i]ijil::-:il>le ,.„, 
if Ihern is u supply of unemployed fuelors. ployment. 

This argument finally led u|i lo Jlr. Keynes' proposal 
thai Oiti cnmpleie ilisrippiiiiruiiee .if i n vril unliirv nnem- I Unr.pfjoi.r 
ployment should lie regarded as (he proper limit of "'^'.h,,- ,,„■_, 
credit expansion. TTp till the time when "full employ- '""^P 10 ^ 

means of credit creation^ "When full employment is j)£.jthy" 

without limit, . P .; i.e., we shall have reached a 
state of true inflation. Up to this point, however, 
rising price' will bp associated with an increasing 
aggregate real income." 6 

The mere fact that Keynes confines the term "true 
inflation" to that increase in the circulation which 
is not accompanied by any increase in production is 
merely a change of name. A definition does nothing 
to alter the substance of the matter. The question Emj momrr 
whether an expansion of investment financed through {jJSb™J 
a credit expansion is likely to produoe on uustable ™<1, if 
silual.ion long before full employment lias been reached "epScement ' 
is not decided merely by refusing to call such an 

expansion "true inflation." Keynes, however, really „„. [ -„„. 

believes that it is possible to perpetuate the boom, 1 
so long as private investment is continuously stimu- perpetual 
lateil by means 0! olieap motley and is supplemented P™P°*r' 
and, if necessary, even replaced liy public investment. 

Before considerm:; whether -'irli 11 policy is practi- 
cable in the lung run, let us see what its implications 

1. Tlii. tj'n'ia! fheury 0/ Emfi/tymenl , Inleiisl, nod Uamy, pp. 



would be. Given the willingness to offset every 
deficiency of nriva'c invcsimcnl activity by public 
investment, the sense of the concept "crisis" is of 
course changed. After all, it ie the contraction of 
private investment acSi vil.y from a relatively high level 
to a much lower level, and Ike causes and conse- 
quences of this '.■ouiiactio.-L, v.hJcJi term [be main par! 
ijf Ihe sub] et: I -mailer of cycle theory. The main point 
which required io be explained was why the upswing, 
liowcvcr initialed, shuukl nece-sirily lead to a situa- 
tion in which it became impossible or unprofitable 
to keep private investment going on the previous scale. 
r«al A scarcity ;if money capital, a contraction of demand, 
. :i rise in cost?, an increase in the risk estimates, were 
land, on lj a f ew „f ti lf , .todors iliat were adduced in esplana- 
ital ' tion of this point. Naturally, one may say that there 
,,1)v ~ would not he any decline in aggregate investment if 
any gap that arose were always filled by public invest- 
ment without regard to the profitability of that invest- 
ment, that is to say, if the demand, cost, and risk 
ra»U elements in investment could be neglected and if the 
v U- necessary money capital were provided by the eom- 
sttuent merc i a l banks and the central banks in unlimited 
Aiiit.ii.' quantities. But this only shelves the problem : it does 
not solve it. 

To aim at covrecl i un 1 a situation thioutrii a temporary 
dose of public works is one thing. It is another thing 
to aim at guaranteeing full employment all the time 
by undertaking pulil ie works at whatever level may he 
necessary to maintain investment at a given level. 
In the first case, the aulhorities concerned hope by 
i licit i nlervention to correct 



way as to create more opportunities tc 
that are profitable on the basis of cost-price relation- 
ships. In the second case, the significance of cost-price 
relationships for the functioning of the existing 
1S6 



economic system, and for the determination of 
capitalistic production plans, is cast to the winds. To 
judge the direction and extent of investment and pro- 
duction according to whether it will pay, that is, 
whether the undertaking is justified by the relation? 
between costs and prices is, however, something more 

It has been shown (§ 78} that an inflation by public I[ 

tor a deflation due to private hoarding, i/it can he ™ 
demonstrated that deflation due to hoarding ie on the b; 
increase, it will a.p;iear appropriate to speed up the ^ 
public investment inflation. (The public investment 80 
will in this case be designed tu prevent the decline in 
money income which Keynes fears will arise from too 
small a propensity to consume.) Inflation of public P 
investment which exceeds the deflation due to private ™ 
hoarding and which therefore causes money incomes P 1 



whic 



ment inflation is checked. It is even likely that private ™ 
investment activity will decline under tho influence 
of unavoidable increases in costs, if the public invest- 
ment inflation is kept going for a long period at a 
constant rate. And this makes it very probable that 
liie atli'nmt to reach and .ma:Tita:n full employment 
by means of a public investment inflation would 
involve increasing rates of inflation which would 
almost certainly lead to an eventual collapse. 

All leading economists (with almost no exceptions) 
are of the opinion that, in general and under given 
conditions, an increase in (■mploymmir is rink po-sslblu 
if there is a (temporary) fall in real wage rates, (A 
wage policy based on the immediate adjustment of 



tl.'l' k.M. i :t. k b-/ 1 " , i;i:kiht oaitiai, formation 



wage rates to the rise in prices would muke every net 
expansion ol' credit a "true inflation" in Keynes' 
sense.) Keynes believes that a fall in money wages can 
; lead to an increase in employment only through a 
concomitant fall in interest rates, and that the tall in 
interest rates would have, the same- effort without a fall 
in money rjics." Doe- Küviil's really lifliece 

that with an interest rate reduced to 1 per cent, and a 
wage rate of 60 cents per hour, the same things will 



titlioutt"' e ' i duced is of decisive importance in determining whether 

If labour were (lie on!; factor of production necea- 
Libouiii not sar J Ior tlle forced investment, then, given unemploy- 
f act not m entj investments could be carried out without 
praiucLiiin : alfcuting other branches and stages of [in '0 not ion. 

S&SS, Tb » » ■* Th '™ "* " lw * yl ttin|! ' wt — 



to contribute later towards a more or less painful 

83. "We may summarize the conclusions of the last 
sections by saying Unit movements of the price level, 
the volume of commercial paper, Hie production of 
goods in general or of eon dinners' goods in particular, 
and also the. existence of unemployment, give us no 
measure of itie c.Mijnl- to ivlucli creej't ex justisjuh may- 
proceed without resulting in a crisis. We found that 
the limits to which a credit expansion can go without 
producing a erlein may be (theoretically fairly clearly) 
defined as follows: The expansion may go just so far 

» Of. dt., p. 266. 
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as is sufficient in otfsel deflation due to spoilt nnpivus 
I oardinj; or to tin; increase in Liu: number of holders 
cf cash and in Hie number of pockets and accounts 
through which payments have to pass, and under 
certain circumstances it may go so far as to give 
"iiiihü;;. in aiii.i.-.uv" iin"ii:j-;i the voluutitry savings of 
1 he immediate future. Only if and in so far as we are 
nbtc to point Id some practical indices of these factors 
which set (lie proper limits of a "healthy' 1 credit 
inflation, can we say that there is unqualified justifica- 
tion for a policy of es pa nd I ng credit. 

If 1 credll expansion e\ici'ds the limits rn en i iorn.id, 
we have to allow for the probability of a set-back. T 
Probably there will be many politicians who will ? n 
estimate the danger of the i'uuire reversal as a leaser C1 
evil sti long us the credil o-patisioti helps us to sur- 



movements which form the essence of 
cyclical fluctuations.' 

Our conclusions make it easier Tor us to lind answers u^a t ho 
to two questions which are relevant to our main dis- JiJJfJl^"' 
eussion. (Ij Are the "proper" limils of in il l i ion (that l.-j.in:,- ^, 
ia, the limits of credit creation which if passed will m'.V-'e- i.'V'r" 5 " 
cause disturbances in the econornio prooe.-=) moved inHiuii»i. ■ 
farther up or lower down, and (2) are the consequences 
of inflation likely to be milder or more severe, accord- 
ing as the created credit takes the form of loans to '■' '"■ 
industry on the one side or loans to the stock exchange „5* ting 
on the other? f«m«tem 

The first qnestion meets with two diametrically 
opposed views. The one, according to which the stock 

" Sea Gottfried von H&trerlar, Protpctity and Dejiresiisn, 



industry; the other, whidi aiynes thai stuck exchange 
credit is used "'mure inter. sively," 1 or that it is more 
likely to he invested in fixed capital, implies that the 
limit; are readier! earlier in the ease of stiif-1; exchange 
credit than in the case of loans to industry. 

In reality, however — as will be demonstrated — it 
makes no difference, from the point of view of the 
"proper limits" of inflation, what kind of credit ia 
given. Neither the duration of the loan, nor th» 
purpose for which it is visibly (i.e., apparently) used, 
can deprive a credit expansion nhidi jjoos beyond a 



in fixed capital, and that- a iarfi-i-r dnse of the first may 
qiios- be risked than of Ike decond. In the next chapter we 
nsilon shall call attention to certain serious misunderstand - 
l%e"m '■ n % s 19 *° tlle natuTe 01 working capital and fixed 
'art- capital, and shall later show also that the effect of an 
I increase in credit is hardly ever dependent on its form.. 

Anticipating thrse finding, we may for the moment 

repeat that the "proper" limits of credit expansion. 

arc not affected hy the rial ui£ and qua.Kr.y of the credit. 
1 Fell* Somsry, /it,, /.pi,/ icimnd edition, Tübingen 19J0. 



The sciruiicl iji;i'stiuu rclal i 11« Ui l.lie effects of infla- 
tion id less sijrnricani unec we have answered tin; first. 
One can never know whether an increase in credit 
granted for purposes of linanein^ working piipiid. 
even if it id u.sed aeeordi!i<_' to ".lie gondii ions pre- 
scribed, does not mean an increase in the amount ill 
credit usr-fJ ior n t i .an i ?i fixijd capital in the system 
as a winde, for every increase in the supply ui credit 




eoE5Ci|uence of the casing of ihe market? 

This scepticism as to whether we can tell exactly 
what is the eventual "final" use to which new credit 
is put, shall not prevent us from analysing' the results 
of the new credit if it is used in one way rather than 
another. For this purpose, however, we must first 
examine critically the exist iny views as to the "funda- 
mental" ill iVcreiiee between investment in wi irking 
capital and investment in fixed capital. 

■ T!u- •li:i;ni'.ij fi.v raiiaal bv the* "nn:;:iiirc 1. ;-i .:'.m:i " i:. .k.ij 
with in Chapter X, g 72. 
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CHAPTER XIII 



WORKING CAPITAL AND SHORT-TERM LOANS 

84. The thesia that the (Ii.- i.i notion made by the 
! tu li vidua] enterprise between working capital and. fixed 
capital, and nunc especially the reason ing on which 
the distinction is based, cannot be directly applied 
in ike. .•iphere. (if general eciim.mi ic. analysis, is not. a now 
ilisi.-tivi.Ty. I ' ntortunalt^y. however, there is a tjeueriil 
tendency for concepts relating to the economic practice 
of individuals and firms to be misapplied to the analysis 
of the functioning oi the economic system as a whole. 

being something fundamentally distinct from fixed 
capital. This view has had important practical con- 
sequences in connexion with hanking policy : the credit 
policy wbicb the banks have been urged to follow on 
"scientific" ü-rmindf, has laid ureal emphasis on the 
di !h' col loo between lending tor investment in working 
capital and lending for investment in fixed capital. 

The individual entrepreneur regards as working 
rao.iLiI thai pari ni' bis capital which is released when 
he sinps prr.ii uci n lt ; fix«] capital, in contrast, remains 
Heil up even after lie 'uas slopped pvodui-iiii.'. This 
aspect is highly significant from the point of view of 
the individual firm, and a statement of "current" 
assets and "current" liabilities, revealing the liquidity 
position of the firm, is also of importance to every 
individual lender. From the social point of view, 
however, the liquidity of working capital takes on a 
different aspect wheo we consider that the first entre- 
preneur's money capital can only be released if his 
303 
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"current assets" are bought by a second entre prencur. 'i'N:; n-oiiin- 
that is if a second cm lepreucu r irivcsis money capital. - = : , . ' - . j" 

Looting at the matter from the standpoint it th 
-system as a whole, then, the so-called worldly capital ' n "^hT 




It will sometimes happen that the partly finished 
{roods turned out by one firm will pass on to another 
firm, be proceed by it Kiilun one period, and then 
pa=!. on again to a Oiirrl (irrii, and so mi. and thus travel 
through ail the stages of production in the term of 
working (circulating) capiliil. Tt often happens, how- 
ever, that (lit produces hold by one firm remain for a 
number of pnni'^iiio' periods in the firm which pur- 
chases ilicm. thus becoming lived capital. So, for 
example . the iru:i ore and ecal. sheet-iron . iron c.T'l'-.r.-- 
and machines, in possession of the mining industry, 
iron wuiiiS, rolling milk, and machine slops respec- 
tively, are part of tbeir work inn- capital, whereas in 
the possession of the buyer, the machine becomes part 
of his fixed capital which will not he fully amortized 
until after a con-i il era hie number of processing periods. 
Thus whether the working capita.! of the producers in —insoni» 
the earlier stages can be liquidated, will depend on ji 
whether 1 here is an entrepreneur ready in invest money ::.i|.-i:n7.,f Nu; 
capital Tor a number of years. It is difficult to see, |JUJ ' ,! "- 
therefore, what sense there is, from the social view- 
point, ie cone. I lug 'he slock- of (an iron works as part 
of "the working capital of the community," or in the 
maxim that ibis working capital should be financed by 
short-term credit. 



^''capital' is ii'v'sie^ Ivi'l in V' p'rcbfbTlrtV'fln^'^markirat 
prices wlllnl] lt.] in 1 1 i'lvulvc ;inv ;;n':il ].-■-■, w 1 1 h I .■ lie. .^^Ütij 
tjBcd capital equipment will u&n^Jly saleable 'inly at a very 
much reduced price. The rpasutt is that circulating and filed 
capital giwds have va-ricaa degrees of "specificity," or sbiftahiliij 
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Thus it is erroneous to Bay, as Pailippovich Joes, 
ihal "short-term credit" serves ''to provide circulating 
■: -M [jii.nl" ' and that ir. "arises from tin- requirements of 
the turnover of goods and is self-liquidating through 
this turnover.'" The view that fixed capital should be 
. overed. by long-term credit, und working capital by 
short-term credit, is so widely held that anybody who 
challenges it oannot but feel that he is an isolated 
objector. Tbc Holet: economist Polak remarks that "a 
division similar to that made by Philippovioh is to be 
found in practically every discussion of credit pro- 
blems," 3 and Pclak, a man who has a. tliornugb know- 
ledge of business ornanizati™ as well as of economic 
theory, is one. of Ilm few who really sees the point. He 
says in this- connexion: "Even if we can disi munish 
between fised capital and working capital, the dis- 
tinction has little sense for problems of the credit 

when production is continuous and on a paying basis, 
the money capital invested for a long period returns 
gradually by way of amortization over a number of 
processing periods, whiie in the ease of working < apiial 
the money capital invested in non-durable goods 
returns to the individual firm at the end of each period. 
But this says nothing about the duration of the 
"circuit flow of circulating capital" from the point of 
view of the sy.vicni as a ivho'e, which involves !hc whole 
process from the earlier stages of production to the 
last, riglii down to Ihe moment when the product 
becomes ripe for consumption. 5 

3 E. v. Fhilippovich, Crum.'™ a'-r i,uhih.,:iu:n Ökonomie, VoL 

S N. J. Polak. I, 1 ™. 'Hi :,!}.: Jrr fijy.ii ■ill.) nut .t,',i't:.v.rt,t trat 
die Kreditdavtr^ Berlin- Vienna 1926, p. 42. 

■> Simiha-lv I). Fi R-.i:crt;n:i. lkv:t:'u„, IVk'i ami ike I'tiec 
Ltvtl. Leeden 1926, p. 44. 
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85. Iu the liisl analysis a luan fur finum iojr Tvorknie; 
e.apifnl in a -to;;i; ui |innl u. i in;, ilmi is remote from the 
finished consumers' goods end has to be regarded as :i 
lorij.'-lerm investment. I'roiii the standpoint of the 
system üh a whole ■' i it j i ■ of course I run] ( he sunn [point of 
the individual firm;, the possibility of lirjuidalinn; in 
ibe short run th- working cupiln ! ui' \>; oil necrs' jjoods 
industries simply does not exist. Suppose a 
short-term credit cornea from a short postponement 
of the expenditure of income on consumption. 
Then the productive factors released by the 



products of early stages of production, would not be 

prorlijetioii in those industries would either result in, 
or be eondilionnl mi, ex pun si on in industries in Ihn 

finished produ''s I ■ : . v -. ■ -i :'iy 1,-,'-. iIpt: lIis industries using them 

. ill .:\|.,i:id Il.iu-Iv ...i'lii.i! in: iv -.hern away from 

r..mr,; ! ii.-.r., : j.i ;!■' = i;.-e t>n> iri.i |>* ! i.nvi u.:: r'.; I [:'.| I Iv e': 
v.i.L [i?;;i--.T ;i T':,.7r ,.; r.jic | .[] I i ■ I J I ^ I v ■ l- i 

nearer the final staca. 
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tion which haa to travel through many stages would 
not have reached the final ..l.a^e by the lime the capital 
lent at ahort term is withdrawn. 

Theoretical analysis seems, then, to furnish the rule 
that temporary saving; should not he used in any 
hranch of production other than consumers' aoods 
induslil.ei which are (airly independent id l.he output, 
of earlier prod net in n stages; and this axiom fits in 
perfectly with one oi 1 he lime-honoured maxims of 
banking policy, i.e., Lhe liquidity rule which says that 

1 ,;l j short-term funds should be invested in raw materials 

mueiiiil in'- cousunier-T good*, l'olak give- ■> demonstration of 
siiirit'"' ' Komis tn ^ s *" ^ e f°U° w i I1 g instructive example: "The 
[n.H ii iries i-. current producium n-' tailored I la:... for example, 
ciail i/Tof requires at any moment a stock of raw cotton in the 
si:lr-l quidsa- hands of Iraders; a stock of eottaa, uw and in process, 

of semi-manufactured materials, aud of cloth, in the 
weaving factories ; and a atock of cloth in the hands of 

stock of raw cotton. This capital has been advanced 

in order to buy cloth, the retailer finds his stocks 
decreasing aud orders new cloth from the weavers, the 
latter order new yarn from the spinners and the 
spinners have to replenish their stocks of raw cotton. 
In this way the demand exercised by the former savers 
indirectly causes a decrease in the traders' stocks of 
raw colton in which their capital has iicen invested." 7 
In discussing Lederer's views at the end of the last 
chapter we explained that it was not permissible to 
apply this liquid!!; theory 10 Die investment of newly 
created bank credit. The theory seems at first glance 
to apply perfectly well to the Investment of short-term 
savings New temporary aavinga would, of course, be 



used in the first instance to replace old savings that 
wer a being wil lnli-awn. But what eouid the new tem- 
porary ,:ivini;i [hat wert in excess of dissaving be used 
toe? It is comforting' to be able to think that at 
least some kind o£ investment in working capital 
appears to have been discovered which will serve as an 
appropriate outlet for a net increase in temporary W 

as the result of further considerations (see §§ 9T and f <" 
98). It has been said that the only "liquid form of ta 

investment' 1 is one wbic'n liri.lnces working cnpilaf iYir '.'^ 

an increased output of consumers' goods industries «W 
willuui the use of increas.-ii quantities of goods of 
much higher order. It will soon become apparent 

credit. 

86. We haTe pointed to Home of the common errors 
regarding the nature of the short-term credit which 
used to finance working capital. If working capital is 
to be distinguished from fixed capital by the fact that, 
it can be amortized 100 per cent, in every proecssi cu- 
period it niusl Ijc rcni.emlierci! , ftr.il, that what is work- 
ing capital at one stage may easily be transformed into 
iixfd capital at a later singe; ttti'-ottilbj, that working 
capital in the producers' goods industries has to travel 
tin ft long l.ime-con>uniiiig journey beton; it is finally 
liquidated, even if it proceeds without becoming fixed 
in any stage; thirdly, that even the working capital in 
the consumer-' goods indusl ries is noi an isolated «horl- 
term investment if ijia indusii'y is concerned with the 
processing of goods produced in earlier ßtages. In all 
cases the increase in short-term credit which is 
apparently used to finance additional working capital 
will lead to the starting up of more roundabout produc- 
tion processes. 



The question ut ivhcinoi ir.onei capital invested will 
be returned earlier or later, or wh.eti.ei money capital 
will be released gradually or all in one lump by the 
partial or complete amortization of durable or non- 
durable goods respectively, is however an idle one, 
if we are con=ideri>i:j tie i;i:ii>;1 ensue p. of production 
at an unchanged level. II a firm is to continue 
prod ii Hii;!- ill an unreduced level, lie lived capital i.hal 
wears out must be replaced and all the raw materials 
A* It mm tiat have been used up must be replenished, which 
■X 'i"^ ™eans of course that the depreciation allowances and 
lie circulating capital must be reinvested. Tiere will, 
o.pLlmu.1 it is true, be a. continual release ol money capital, 
Jd^ated,- but it will be for reinvestment purposes and not for 
the repayment of loans. In this point both the credit 
wliiui finances li\cd capiial and the credit which 
finances working capital are alike ; they will be 
"turned over" hut they cannot he repaid as long as 
the scale of operations is being maintained, unless 
r.lie (ii-oi is able to provide the necc--,iiy money capital 
out of ita own new savings. But this is a factor which 
-liquid; is totally unconnected with the character of the loan, 
la!^ denude The firra cou,d rfi P a y onl r ploughing back part 



"While most writers on banking theory as well as 
The]iroper practica! ban'iifTh still liuli up the concept of "working 
»hör' te™ capital" with the concept of "short-term credit," a 
iaufuiL „. 00( j 7lian y esperts in the banking field have come to 

....... the conclusion that the portion of the working capital 

™™pf rar y of a firm, which is required permanently, should not 
capita h e covered bv short-term credits, and that only 

">""-"" JOB 



temporary capital requirements are tlie true domain 
<if short-term lending. 

The esisten.ce of short-term capital require incuts 
in the economic system as a ivbole, am] t Eli- possibility 
nf covering them with short-term creilils- I requen 1.1 y 
newly (.'rented by (lie banks h taken as a matter of 
course "by practically all stcdents of eionoTuic problems. 
In fact few authors regard the problem of bow auch 
short-term capital requirements arise as worthy of 
consideration, and these few have contented them- 
selves with a summary reference to "seasonal fluctua- 
tions." Almost without exception the literature on 
llii- sul.qen bus been confined to 'he periodic fluctua- 
tions in capital requirements experienced by the 
individual firm. The question whether (he capital lln5,il 
requirements of the system as a whole are subject to 
such fluctuations is nowhere dealt with systematically, '''^'Y'"'"" 
but an affirmative answer is taken for granted without 
reflection. Examples of this way of treating this 
part of credit theory could easily be quoted, but they 
would run into many pages. The concept of "shorts 
turni capital requirements" oi the economy as a whole 
has never been seriously challenged. 

I found it curiously incousisiem That, many theorists 
accepted (be thesis that tciupora ri ly increased require- 
ments of working riipil.nl ought to he met by an 
increase in short-term lending by the banks, while 
at the same time tbey held that increased hank credits 
would lead to a lengthening of the prod tuition period 
of the economic system. How could it be possible Are there 
for the productive process to go through, periodic iV-.'i V . ■ ■■» 
lengthenings and shortenings during the year, and, the length 
further, how could it be explained thai, these periodic .„„.i^.i.km 
fluctuations in the length of the production process ^"jfiind 

fit in with the "supply of wailing," or the snppiv nr, 

of money capital available from "natural" sources? UJJ'j )^'- 



If the length of tilt' production pcii'jil i'lhe depth of 
the structure of production) adjusts itself, as most 
economists believe it does, to the supply of money 
niipititl, should «c not tujiäiilijr' variations in the 
supply, und not in the demand, as the primary factor? 
And would it not, indeed, be difficult to claim the 
evijlonc" öS' exactly corresponding, seasonal shon-terrn 
fluctuations in the community's level of saying? 

87. There seems to be something wrong with the 
whole argument. Neither the alleged 6easona] flur.tua- 
tions in the community's supply of capital, through 
which Hi" ii.p prop rial" length of the pn id action process 
is determined, noT tlie seasonal fluctuations in the 
length of the process itself, nor the fluctuations in the 
amount of capita! oinnlnyr-d . iil it. '.villi i.hi: trad ; liona] 
propositions of capital theory. I think, however, that 
it is possible to show just how this notion of fluctua- 
tions in capital requirements arose. 

In a branch of production where the production 
process is being continually restarted (let us saj 



Let us suppose that for technical reae 
with climatic conditions as in agriculture 
A produces in such a way that the pn 



itnuously to consumers. If we assume in the first 
place that all sales take place against cash payment, 
tlieti the money derived from consumers' purchases 
will accumulate fur it lime ir; Ilm hands Lit" D. I.lie 
trader, who will transfer it at monthly intervals to C. 
The latter has to minster Iiis nasti receipts every three 
months to ii. wlio uses them fo pay ior A 's product 
once in the year. If we watch the movement of the 
cash halances we find that A's cash holdings are at 
a maximum immediately after tlic aula of Iiis annual 
crop and that he gradually invests- these funds in the 
new crop. B gets paid tor one quarter ot the year's 
production (.'ai-h quarter date and will be ahle to keep 
one quarter of the money as cash holdings for nine 
months, one quarter for six months, and one quarter 
for three months. C's cash holdings rise each month 
and are used hy him at the end of each three months. 
D'a cash holdings rise day hy day until he makes 
his monthly purchase. (In the ease of entrepreneurs 
B, C, and 0 we have, for simplicity's sake, left ont of 
account the payments for the cost of proctssio ji and 
handling the original product; these payments are 
irrelevant to the matter in hand.) 

The stocks of goods of the individual units will 
behave in exactly rcvor-c maimer io Iho cash holdings. 
This follows as a matte: of course [rum our assumption 
that every sale of good- is accompanied hy cash receipts 



and every purchase of ptmh by cash expenditure. So 
that whenever any entrepreneur makes up his balance 
— in cicli Arm s teet he will find that aside from profits the capital 
iuveutoriea invested in bis business is uKvuvs at eke same limine. 
Jlffl™ 11 He wil1 ' of =<»»™e, calculate hie capital as the Bum 
oorotmt of bis cash balance and of the value of his stocks of 
goods. 

The spirit of every modern business man will revolt 
:ir. the idea of holding sue!; an "unreasonably" large 
amount of cash. Why should D hold his money idle 
in bis till for half a month, C a part of his money 
for one and I no month', and 11 even three, sis, and 
The high i»h nine months, and A up lo a full year, or on the average 
regi^ded as half a year? Surely these cash balances could be put 
Suowh— *° 801118 productive Me ! But could they? Most people 
answer this question in rise affirmative without giving 
much thought to it. 

Money i'ilu only be used [Hoduotiveiy tile emploj - 
mcnt of productive resources in a roundabout produc- 
tion process. Tn an economic system which is in 
equilibrium, ail productive iorcrs which can be put to 
uses whose values "ill cover costs, are fully employed, 
and the length of the roundabout process in which 

of capita] equipment ami the ivurreni supply o; saviors, 
that is by flic pmporl inn of income which is riot being 

might perhaps be ''more coin pli-tely ' ' ntiliied if iliey 
were employed in p;oces)es of production which are 
part of a lengthened investment period. Moreover, it 
may happen thai «-min productive, factors could not 
previously be used for productive operations that would 
cover costs (because the factors' marginal productivity 
w7dtd1*« waa smaller than the price demanded for them) and 
s. lengthen nd t üa t these unemployed factors can be drawn into the 
peiiod,— process of production if dishoarding takes place just as 
212 



if new credit is created by the banks. This likev 
involves a lengthening of l.be period of product] 
All processes of production ean, in the long r 
be kept going only to the extent that people are will 
to wait for consumption. There is, however, no s 



'■utilize" somehow f.bcir temporary sorpWs of cash. 
If it had been the habit that the cash balances a! 
cerUin firms were allowed to p.eciiinulate at regular 
intervals in order lo he kept in liaiu'l onto] needed for 
normal expenditure, and if then thie habit were 
departed from and the temporary "surplus" cash 
balances were "utilized," they would have the Game -and It on 
effect as an expansion of bank credit : they would lead ~'\ 
to the starling up of longer prod tuition ji rot esse*. Tb us - u ' " 
the allegedly desirable nil ili/iH.iüTi of surplus cash 
previously been left temporarily 
inllal em we iuiiv if we like call 



88. The possibility of utilizing temporary surpluses 
of eash in a way which is presumed to be productive 
but is in reality iiitla I hmary, is, as we shall set' later, 
closely associau.nl with the modern organization of 
bank lending. Tt is not, however, essential that the 
hunk- 1 1 1 ei n selves oh on 1 J act as :'n lermedktrjes ior loims 
out of surplus eash. r eserves, i Indeed, the hanks could 
aet as intermediaries only in a cash-paying community 
hut not in a cheque-pay inj.' coinmuu ily.) As the 
modeln eredi; system developed. Hie amounts of caah 
S13 



(in hand and in the hunks) which firms needed to 
keep, were reduced and flu» capital requirements of 
the firms were more and more reduced to slocks of 
goods, JTiictiiaUoii? i» these working capital require- 

s merits of individual linns, ■.ihii-li a.ppe.iir in lie . t. n - 
■1 i I ioncd }.-.- periodic inl.her i'luti ion i.inuous movements 

'~ o£ goods in proems from one stage to the nest, could 

in the sam e P branch of industry. To return to our 
previous example where ar supposed that the stocks 
of goods wore moved forward from entrepreneur A 
via Ti and C to D ; then the money capital jiee.e^/.rv 
to acquire the i n tciniieiliate pruitnc:s could simply be 
lent to the various entrepreneurs in rotation. And 
for this to take place it would not be necessary for 
I he, hanks to do (lie lending: it could lie Anns through 
the channels of trade eredii and customer:;' advances 
botiveen tile firms concerned. For example, B could 
make advances to A continually throughout the year 
and these credits would be settled by the delivery once 
in the year of A's product. Further, B could deliver 
goods to C on credit and accept the latter's claims 
against D in payment. 

Polak given concrete examples lo illustrate the way 
in which whole lines of production can be financed 
by a single entrepreneur (representing one stage in 



he shows very well how llie ups and ilmvm 



-., [i;inii<-i; :'i'>ir nnirlual sslc by giving lr:u(e u 
i-v, ,:.:.■.]■> Km- in. ii : i ; l iao Iji.. ^:>: .'-m-'r, i 
adv;^K.i' 1 avaK-nt5 In II". inrm.-r, an l.he "S\ 
rpq'lircm^th" turn :)0 atn In luvp ruijirnllml i-i 



firms are tin? only iinpor 
respect to the capital re 



described in the previous «sample, from one stage 
ol prodnclion (o a no i h c r ; and if ihey do not mote 

intervals, usually conditioned by technical factors, 
then the stockt o.[ goods m process can be seen pro- 
ceeding on ilieir journey ivilli temporary accumula- 
tions and decurnulations in the individual stages. It ? 
is, as we have seen, a result of the system of financing 
inventories by credit, that the accumulations and l: ; 
dec ani illations of stocks of physical rapiiul L'oods, Leid i. 
by individual firms winch conlrol i[i~: tsi phases of!' 
the production process, call forth fluctuations in the [ 
The partial cancelling ou1 ..i ür L i:i n;;ii.. T: , in -■iiuim- t 

n.ua- c^m.:->. nl.oil. :i'Ti:/>i inj: 1:: H...L:..|. I"/.. c.i>... pi,. :j0 IT.;. 
1 h [:: :i.rti L, l..-i;enflu<:tiiatiiV' and H, nicdc]lu;:iu.i I..-., ll'ir.'ii^li tho 
serial nature of i.l-e riquirpniGuls trf [lie !hli;. vi- i.rr..lnri t-i ,i;i r ,^ 
■ if llli' -,iniL' lii.Iiisiiy .; : ri til.i v>yi\.'.i'. .1 i r i ■ : - 1 i. .n : .cid ll.:'juü!i '.'nr. 
...iri.tli.'^.:i: min i n ■. n ill .'-..I :i':i viniiini r.qii irr m. lilt- m i! i IT..r,--i;t 



capital requirements of Ills individual firms. There 
need uot Ijo equivalent nuctua- inns in iko capital 
requirements of tlu; industry as a whole. This becomes 
tlear aa soon as we analyse the ease of an industry 
with vertical integration. The undertaking which 
emlirnre-i ;il! s rapes of production will, it is true, 
cxpc'ience sometimes a quicker and sometimes a 
slower movement of i nlcroicd inlc products from one 
plan;, or warehouse lo :i rioi.ber, hut it will not experi- 

vided production as a whole runs parallel with -ales. 

The lack of parallelism, in some lines of production, 
between production and consumption within the single 

of iijiiieuLnirid commodities; gave rise to the supposi- 
tion thai the fluctuations of working- capital require- 
ments of individual firms will not necessarily cancel 
out in the system as a whole. So far, we have assumed 
that the working-capital requirements of individual 
firms were rotatory and therefore compensatory, and 
that. Iheir Ii iii, in' ins;- li.ul merely the function of aesign- 
iug a given volume of short-term credit in rotation 
to 1.1m different firms of the no n -integrated industry, 
rolak, however, tries to ahow that the working-capltai 

be subject in periodic fluctuations; Polak'a argument 
is so instructive that it is worth reproducing in full. 

"We will suppose," he says, "that the sowing of 
some agricultural product takes place in March and 
that the harvest is bought by wholesalers in September. 
The article is processed in two successive factories 
which require three months each for fmisliiug und 
marketing the semi-finished or finished product. Both 
the faeioriei liuy ihree months' supply of nml eriuls at 
a time. The retailers who sell the finished produei 
to the consumers also buy every three months but 
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I cuiiliniioiislv. We wi 
ä karrest and the dema 
:t tliat they exactly liula 



he previous' harvest and nc 
the factory which does the 
quarter that was sold by the 
5 ld factory has the quarter 
the first factory in March, and 
ter which was then held by 



one entire Harvest as being equal to n, then we 6ee 
that tire ajj'iiT'eg-iiie stocks sire never le.'s than IJn; 
they rise to 1> in September and fall back to l^n in 
March ; the reason for this movement is that produc- 
tion, unlike consumption, is nut distributed evenly 
throughout the year." 1 

Tt is clear from this example th;it seasonal deviations 
trom parallelism between production and consumption 
— because production can only take plate at certain 
times in the year whereas consumption is distributed 
i iLroujrj-.oul llit- year, or because production lakes place 
continuously while eon sumption is subject to seasonal 
movements — imply fluctuation.; .in the a ^tefral t: stocks 
of goods in the economic system aa a whole. Bat is 
it correct to tale 11 net nations in agg;reira.1.i' oomnind i t.v 
stocks, that is stocks of capital goods, as being equiva- 
lent to fluotun lions in the capital tenji i r einen ts of the 



89. There are technical conditions on the production 
side, and consumers' habits on the consumption side, 
which make it evident that even under the assumption 
of a completely stationary economy, i.e., tile continual 
repetition ot the same economic process, the stocks 
of goods of the system would be subject to rluci-miiou.s 
within the production period. But it is a mistake, 
in my opinion, to identify these fluctuations in stocks 
with fluctuations in the capital requirements of the 
system or in the capital supply of the system. 

The maintenance of a given level of production 
requires a fixed supply of capital and tlietelore a dsed 
distribution of mtoss income beiv.eon present consump- 
tion and provision for the future. This cannot be 
all'ecled by the circumstance thai many products 
mature at certain times -of the year and are consumed 
at other times. Why should this circumstance — under 

i P^U.l-:. up. ci'., pp. 50 IT. 
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determine the "natural" supply of money capital. Ti 
a seasonal decline in stocks of goods causes a seasonal A 

any change in the supply of money capital. If these at 
■aäli balances, which, previously have had their £ s 
regularly recurring "rest periods," are not given their jjb 
usual rest period and are instead "put to use" by t |i 
li'ridin.cr, tliis ""ill mean thai Hie;, are bpiris used twice '" 
over. And this will he equivalent to the creation of j'„ 
an additional supply of money capital by the banks ™ 
«itli the familiar -oni-cquences leading to a disturbance in 
of equilibrium. ™ 

The point may be stated in more concrete terms as 
follows. Assume that a certain product is producer! 
continuously but is linu^lii. hi llie consumers, only in 
winter. This circumstance causes an accumulation 
of stocks in the summer and autumn months and a 
dcciini illation of stocks in winter. The selling out of 
these Stücks leads every winter to the periodic accuniu- T 
lation of large cash balances in the hands of the seller : JJ 
the sales proceeds of a few weeks return to the as 
entrepreneur his whole money capital, which he will t ° 
need for only gradual reinvestment. So prcKknrtive 
resources are released anywhere, nobody has refrained £ 
from porehasioe eilher consumers' or producers' goods. 1,1 



If the entrepreneur now deviates from his previous 
practice and lends his surplus cash on the credit 
market, Ilia money capital will be used by another 
entrepreneur to finance other new productions. This 
-tt ■ imiriiiig means that this other producer is given command over 
r'u:« i sii°«. prn due five resources which were previously at tie dis- 
T,"" iZ-t,r< 1>n,a ' " f entrepreneur, and the latter (or 

otp'odac- some other producer in his phce) would correspond- 
too.— ingly have to contract or stop his production. If, 
however, the modern credit system supplies this 
entrepreneur with new "short-term funds" in order to 
, ,'l j'!' fi °ance his "merely temporary capital requirements" 
oUnnporay nest time they arise, or lends "short-term funds" to 
si.oi .ages of ^ other entrepreneur so that he can repay his loan, 
the effect is that command oyer the same productive 
resources is given twice over. It is obvious that in 
—m it the the long run this situation cannot endure and that 
until it " equilibrium can be re-established only after the espan- 
braakc a j on Q £ jj ie m0Te roundabout production processes has 
been followed by contraction associated with the usual 
phenomena of the crisis. 

Seasonal increases in the demand for short-term 
capital in the system as a whole is thus due not merely 
In seasonal fluctuations in the stocks of goods hut to 
the existence of a credit system which enables entre- 
preneurs lo tiuiIn« do " :th u. -mailer amount of business 
capital than would otherwise be the case. The fact 
that an industrial expansion goes hand in hand with 
a "tight" money market is a sign that money capital 
is already boing used twice over and that production 
processes are already being started up which, most 
likely, cannot in the long run be maintained. The 
individual entrepreneur would not, however, undertake 
the risk of such operations if he could not rely on 
the banks and their readiness to lend. Entrepreneur 



M would refrain from lending his temporary surplus TL.- i. m 

cash to N for fear that he might not be able to get "s'J^l"'. 

hia funds back at the right time: similarly eiitrs- [" ;;;■ 

preneur N would refrain from borrowing short-term t.hü nrcpiirfd- 

funds from M because be might not be sure of finding 

a new lender at the time when he had to repay them, ^j. 1 '^™ 8 °" 

Entrepreneur M would have hia aeasonal surplus of . ' 

cash which be would he unable to lend out on the 

credit market because the short-term nature of the 

credit would make it i m;jfn=i lie to use it in production. 

And fund* v.hidi could mil be put to any productive 

use would nol llnd borrowers ready In pay interest on 

them. And vice versa, the fact that ahort-period 

.surpluses of cash can be lent out at intereat may be 

taken as another prcof t\i:...'. they are used in produc- 




centratirtM- surplu.- funds are able to widen the market 
for them, and secondly, they are ablo to step in by- 
way of an expansion of their own credit when the 
pusiibiÜties uf further loans out of eommerci a] surplus 
cash balances have ceased to esist. 



90. This rather cursory formulation of ray views 
about short-term capital — views which diverge 
markedly from the prevailing doctrine — is liable to 
give rise to oii.-.under.-ln r.di ugs. Some readers may 
have supposed 1hat I louk upon tbe mass of funds 
which are lent out, at short term as liable to generate 
a crisis. This is not my view. 

First of all, it is clear that new credits which merely 
replace or renew old ones are not disturbing factors : 
on the contrary, disturbances would result if the old 
credits were not replaced by new ones. This applies 
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It is »lg the just as well to bank credit as to credits granted out 

i. i.i .in i .'i ex is this; rash balances. Whatever the effect of such 

mi™ 1 °B My credits was iv hen they were created, once the economic 

InlMKHs system has adapted itself to a given volume oi credit 

in'i'jiimii-.-i ''.reaiml hy 1. 1 l i.- banks and credit Men ted nut of surplus 

■■ i I. .iljTi.ee*, tin maintenance of this -volume of credit is 

"oh tians°is necessary in order to keep production at a stable level. 

rtSiTV" K ia the creation of nevf bank credit 31111 the chtmget 

prod liiuii in. the habits with respect to the holding of cash 

We must not confuse a discussion of comparison} 
between various situations with a discussion of the 

compare the situation iu which all firms hold surplus 
cash balances uuriiti t lieii seasons of low inventories 
(e.g., after seasonal sales of Iheir products or before 
aeaaonal purchases oj their materials'), with the situa- 
tion iu which firms make .short-term loans to other 
firms or pay neuronal dslilü io other firms as their own 
inventories decline, and with the third situation in 
which firms borrow short-term bank loans as their 
inventories rise and repay the loans as inventories 
decline. In the first of the three situations the 

constant while it/ velocity of circulation undergoes 
seasonal fluctuations; in the second situation these 
seasonal fluctuations in velocity oi circulation are 
diminished ami I lie average velocity is, of course, 
If in ontorica higher than in the first situation : in the third situation 
Booni'i'my " ls the quantity of money which has its seasonal 
iLucti.ite I lue. tu at ions. If the stock of goods in the economy 
X-™ ' J ' as a whole undergoes seasonal fluctuations, there must 
JjjJSS'jJJljJ or be either seasonal fluctuations in velocity (through 
qunii-.Li.j-nf seasonally inactive eas'a 'lialutu-esi or seasonal fluetua- 
BootnW ti° na ' a th e quantity of money (through seasonal 
seaxnally. repayments of hank loans). The one situation is in 
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principle im worse and no better ilian lie other. Tin; n»: tanrKm 
transition, however, from one situation to inir.it In; r will M „ 

have cflccts of a "dynamic" nature. In purl if ular, timukim. 
tie transition from one situation in which firms hold i'^,, u,,, 
larger cash balances tilt; lower are their stocks of ■ ■ ^ 
commodities, in a situation in wkick they lend out 
their cask balances on skort term, will kave tke infla- 
tionary effects already described. 2 

But even in the case of new credits granted out of 
surpk, balances' it is necessary to distin<ruisk whether 



production and continuous sales, and all firms 
which arc intermediate between Ihcsc two Type», snow- 
periodical fluctuations in the size of their cash 
balances, then ilic decision to lend out Ikeso funds lias 
an inilnliomirv or:cH. so lour; as tke krm wkick owns 
tie funds intends lo maintain production at an 
unreduced level. It is not inflationary, however, it If ,n n .],m 
Ike funds were n-leiiseii because lor linn kad decided ',';! „. 
to contract production. In tke first case the lender because of 
transfers purchasing power wiikr.nn intending- lo oive ^ . , . -!. l . L e- l L 
up its use in his awn husiness; he plans to use it JJjjfjj 1 ™*™ 
himself within the same period. In the second case necemnry,- 
the lender gives up purchasing power which he does 



.'0 paragraph- arv a.n i.iliäil.i.,11 Lo :l: 



,'avc rise no 3CVC-ul :ri,-M'Kkr:.!.ir.i\n: :3. Va i cr.t i 11 I\ Wapier. 
I t 1 i| j fir e-amr 

■'Mac]:ini>'f ilmsis is II,'.' »hei! temporary surpluses (if cash 
used to grant creiliv i:>r Ai:,i[ii:in]< ito-laoi! tapiial rliej- repi-as 
always an ^.i£i.iiiiHi<i-i af üio sin'ply i'i cr'nlir which causer. 11' 
-oiaut ilii'iil. |i[i.i: .1. ■. n'l: [ii'i.^oss.r, to he undertaken." 

3 Wagner, who has taken over the term "Kassoniibersch 
kredit," which I bcliave I was first to use, speaks also o 
■'k!lssEi:juäs = :ui! K n'cl its cl:iipf Ulli-. " tin: is n rredit. exparisicin ore 
f ^ iftr E-ilt hnlariras top. ctZ., pp. 140 and 156). 



mil intend id us*. 1 in u'vn business in the current 
period. If disturbances are to be avoided, the 
entrepreneur :\).r ■■ I irpi i iiai.ini.' :.is ai:r.. ; iia raiuia! 
oiihcr by con trat ting or by stopping production will, 
of course, have to put it to some productive use, by 
lending to some otter entrepreneur and so enabling 
the latter to dispose over the productive resources 
wiiicli have been released from bis own business. This, 
however, is a case of a genuine "transfer credit" no 
matter for how long a term it is lent. 1 

What has been said here about the cash balances 
(if pi-mlucers applies in a similar fashion i.o the. casb 
balances of consumers. Let us assume that consumers 
have been receiving monthly salaries and have been 
used to keeping part of tie funds destined for their 
personal use during one, two, or three weeks. They 
now begin to lend these funds out at interest for the 
short time before they need them. This represents 
lending which is by its nature inflationary. For, in 
this oast, the purchasing power which is lent out is 
part of what the lender intends to spend himself. The 
circumstance that it was usual previously for the 
purchasing power to be kept waiting' some time before 
it was used, did not mean that goods or productive 
resources had been released for use elsewhere. The 



recipients have really decided nut to spend them in 
the forthcoming period, peihans beevuse they want to 
save up for large items of expenditure at a later date. 



1 need by purchasing power forgone 
voluntary saver or iiiiiivMi 



"commodity credit," For Mises' term "circulation credit ' 
substituted the term "cruated credit," which clearly cci.v.y; .jj' 
.1. [bat [inj pi :t :;i ' .'^7 |i''v. ;:i r.. - ■ .j ■ ■ _ - - :.. i !.'■ borrower ia not 
counterbalanced liv any purchasinc power forgone by anybody else. 



If consumpdun is postponed for a period of time: sunk 
ihm «i'iHid.s or jjioikiftivi.' rc-oiuces in really released, 
tlien tile case is one of "transfer credit" notwith- 
standing (lie short time I'or which the credit is 
available. 

Transfer credit bused on a true short- peri od post- 
ponement! o£ conjuriipt ion is ul' considerable iiiooMatice 
in practice. Tie fact that from the point of view 
of the individual saver it is only i 
short-term loan does not limit the 
using it as much as one might first tbii 
though the individual savings an 
lempor;ivy period, collectively Ihey 
he looked upon as long-term savin 
system. In most f-nsps I he lemporuiT saver who with- u 
draws his fund- in older io make (be purchase thai he 
had previously postponed has a successor who is just 
saving purt of his income for later use. The proba- 
hility tlüil ihr new savings will be sufficient, to cover 
uilhdrnwals ot old savings is what makes it jms-siblo 
to invest lliese sluiH-term funds in production. The 
svstem whereby [hit investment is made through the 



a reduction of the capital supply but in a reduction of 
the consumption expenditure of the person who sells 
the securities at reduced prices. 

The practice of throw i ng all kind- oT short-term 
funds into the same basket was hound to lead to 
contusion: it was usual to regard all types, without 
distinction, us being ponnlly appropriate for lending. 
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Tbe temporary cash surpluses of firms were treated in 
exactly the same way aa the temporary Barings of the 
regardless of their economic origin and 



"iVt;,' 



Id iheoretimi All these short-term liquid funds were lumped 
short-w™ together aa the natural supply of credit on the money 
fun. Is mult market, and commentators rejoiced at the abundance 
i of short-term capital. Thua it was argued that "if 
business men make short-term loans to each other out 
of their liquid balances and if funds which were being 
accumulated for spending on consumption are lent 
out until they are actually needed, there is a fuller 
iitiiimrion ot' rtis existing stock of physical goods of 
the economic system." 0 No qualification was add en 
to such arguments to allow for a difference according 
to whether tbe short-term lending represented the 
continuation of an old practice or whether it came 
newly out of cash balance-' wln'cli bail |>:v\ musdv been 
kept inactive. In fact, it was argued that if these 
temporary surpluses of cash were not lent out, "large 
stocks of goods would periodically become idle in 
consequence of fluctuations in working capital require- 
ments."' This % i™ in i:j harmony with what may be 
regarded as tbe accepted doctrine up to the present.* 











1916, H "74 rt °' BMkerath ' 
7 Becknsth, of. at., p. 91. 


Sil., p. His attention was 
fioct on prk-;::. :: i"ji. n'f., o. COi. 
on production nor the problems 


out on short term" there will be i 
: n Hi' vciociiy .ii filiation" !c?i 
however . "iL-.T^d entirely fin the "< 
Ho did of! Tiiifcive the influence 
connected with fluctuations in sur 



stimulate the "utilizatio 
goods" to such a degreE 
will later result in a crisis. 

In order to judge whet her surplus funds which are Dusine» 
lent out at 6liort term for financing working capital J,™^™, 
have the effect of avoiding deflation or of causing ^ Ui ^ 
inflation, we must first, decide whether they represent .in- ti..n. a:,j 
a transfer credit, i.e., a credit which is based oii^™!""" 
purchasing power of which the Icn'lev has reiioimrcd lni-.nrpa ;i m- 

the use. This is so in the case of cash balances in ,., 

the hands of business men when the balances have been J. f 0 ^™^ t ™'' 
aeciinnilal.ed as the result of a cnnl motion of proline- genuine 
tion, and in the case of cash balances in the hands of ^l/i,"?" 

decision on the part of the consumer to postpone 
consumption. On the other hand, liquid funds which -wher™ 
used to be kept temporarily inactive and are now lent büSuu« ine 
out and invested, must be regarded as inflationary, 'j,',^',':" 1 " rt 
The expansion of the supply of short-term erelit 
through (he utilization of these funds which previously . , , 
represented only latent purchasing power are bound " l: |T™- , ' ; , J 
to have the same inflationary eiferls as are associated 
with an expansion of bank credit, 

91. Only a few authors have stressed the potentiallv 
infhitii.mai-y character of that casing of the credit 
market which is hrought about by the concentration 
of cash holdings and similar institutional factors. 
These few confine their attention to the effects on the 
value of money and iln not nousider the repercussions 
on the production structure. Mender, in his impii:^ 
into the factors which determine price movements, 
analysed the institutions which tend to diminish the 

m 



demand Nit money by individual- am] firms. 3 Mines 
went i'urtlR'r and analysed Liu- .-cas-m n I tlu<-. J uanoiis in 
(.lie supply of money and recognized tie "increased 
demand for 'money" exorci.sed by individual firms at 
criiical paymcrU daks .11 a real demand for mpitni.' 
A]lhoui;li Atist-s die«' 1 In; consequences of Iiis cim- 
(.dnsii.i.Ti'i as to the effect.' of bank-credi: expansion iand 
based Iii? theory nf tin; trade cycle on these con- 
clusions), he omitted 1o consider the ;ma:oi;ous effects 

money market at the dates when there were exception- 
ally heavy demands for cash. 

Some more recent writers have dealt with the 
pralilcm tmm the standpoint .if tin; velocity of ciroula- 
tion of money; 1 but they analyse it solely from the 
side 1 if mi mi' ;ary theory and do not. inquire info i ts 
relation to the theory of capital and interest. 

A remarkable flasV. of iusi^hl inlo ihe problem id 
shorl-term loans is In be found in Carl Monger's 
Grv::\d.'iii::i- .'published in 1871) in his discussion 
of the nature of capital. He specifically excludes 
from his capital concept any power of disposal »Ter 
goods which does not last beyond the time which is 
necessary to complclc the production of finished sand-, 
ready for consumption. 1 




- 1 LLvai.:y : i .j^nrn.Tii. ..n ilirt vi^a I [: -niT'.. f"."in :h ■ii.i. uf 

l'r.'V c' 111-.' ii;l:;o i'' :a' :il.ilL...n:;il .c' i IL "1 1 ■ l..;!-i..'- 

1 r,M.;r I in- ll,lin,ii: f<:i:-inn f lins Iva. Ii. Sep Thr Ar: ol 

,':„l,„: n,<nkm<r, p. m. 

C.l-1 Mcngar, Griutdtalie dir Volksicklscha/lsktre, Vienna 




capital. 

A favourite ;i |j[jjOi"n-li to iki; problem is to a ceo pi 
(lie Ibesis iliiii ipmporun surpluses of cash as well as 
commercial hank credits are not "genuine" capital, 
but then to justify the utilization of these short-term 
funds for Lni'irk'iisiny the supply of credit, by soy inj; 
that while tliey should adm iitodly not be used as T 
"capital," there is no harm in using them for ^' 

cannot he defended except in eases of an increase in 



money supply. An increased credit supply which 
"finances turnover'-' nahnallv finances llie purchase fli 
of productive services. The position which |>usl ulafes 
new credits for new turnover (over and above mere 
compensation for new delays in the circuit now of 
money) cannot ho accepted on these grounds: 

(1) A now supply of active circulotioj; media made 
availahle through the credit market constitutes 
also a new supply of money capital. 

(2) Wfiai is fnosely called "demand for money" of 

individuals or firms is in reality not a demand 
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for balances to hold but a "demand for 
capital." 

(3) The money winch is supposed to be lacking for 
financing a seasonal increase in turnover is 
often lacking only because it has been employed 
for expanding other production.' 
ThouaeoE Wa may sum up by saying thai every increase in 
; ■ ■ In. i us im' tin noting wort i tig capital U lüiuly to be used 

*" c '.'"-'S i"!' lc:]gtli('!;iog ihe prui'ess t>i' pri.nliiclioii in the system 
nu 1 , 'i'JL'uT 1 as a whole. The fact that a credit is used for purposes 
i...ilili> free u j (Inanuiiig morn "working capital" does not give 
the slightest guarantee that the capital will be 
ii.|u:ii;:teil ;A the end oi u short pei'ior!,' ov that it enn 
he withdrawn without causing disturbances. 8 



liq ■.[•U-.i'jJL 



in they had previously been 



lent regularly 

they raised tfie supply of credit abovu what was regular. Regular 
I^i.ii:il: |.n.v-r:i-. ;l:. 'iii:ij Im! ion .. : n I ',/> > : j i" [ i : i i h.^ h -- : 

is not inflationary. \ r< ^T?iiiis v.-^jii-h are granted out of ae 
■ rcl. ^^:|.Luica ti<t inflationary on the other hand : they rcprcj 
what is now generally railed dialii-,^rriiu^. 

■"■ 1 lijve ili'iil! ■.■■!:!: Liv..l:Vm in my nrlirlK "The Liquidity 

..i S™-,T t r a i Ci.pitnl," F,r. r .,i.„„,,„, f.np-.v. , Wi. 

« To aay this does not imply either any judgment aa to the 
desirability of an increase in loana, nor does it pronounce anything 
about the liquidity qf earning aa.iets from t!i« firii .il -,-lh* II:;- 



th.a. etv.dits craiao 
■ a S;« su, 
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CHAPTER SIT 



THE MONET MAKKET AND THE TRADE 
CYCLE 

92. Our analysis of the nature of working capital, 
and of the demand for short -ionn i n rids, hrim^hi us to 
a, number of conclusions. The original purpose of our 
iinesviiiation was to maiio it oasier for us to make up 
our minds about the controversy ''business credit 
versus stock exchange credit." We shall defer the 
application of our conclusions to this problem until 
Ihn next chapter. Vi.it llie pri'icnt we stin.ll (leal with 
oennin !.iy-jn-iirli]c.!K of oui iireilv.-ns. These ]iy-proi!ncts 
are, in my opinion, relevant to several problems, but 
(!8]i[-r.(iilK' i.o Hit t.heorv of ilia money market and of 
the trade cycle. 




long-term savings which are waiting- tor a suit.Libic 
iiivtst-rrn'ül, l'rtjtn 1 01; c- term savings ivhose owners urn 
anxious to keep them ia a i'orm s-ach iSiiil tliey tau be 
withdrawn lit any nioaieat. from industrial rapil.nl 
whiel: has been withdrawn from one line of produetion 
and is awiiitin^ investment in another, from eovp ora- 
tion profits which have not yet been distributed as 
dividends, from depreciation allowances which have 
not yet been reinvested, from the. savings which 
became the proceed- et flotaiirms of bonds or shares 
awaiting gradual investment, &e. On the other side 
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ated the bankü provide a cmisidcn.iilr Min.iunt of "created" 
credit, tliat in purchasing power which lias been created 
out of nothing, which means that nobody has given 
up the use of that buying power which is accruing 
to the borrower. This type oi credit is furnished in 
just- the same forms as transfer cred it , through dis- 
counting bills, eall loans, various forms of advances, 
overdrafts, security purchases and so on. There is a 
third source of credit which is i oleniiediate between 
these two sources, and which we discussed in the last 
dotedll chapter. This is credit which is granted out of liquid 
UUi'«> sur P lua cash reserves, either with or without the agency 
b has thä of the bants. So far aa concerns the character of this 

BW,,d "circulation credit" or created credit, but it has the 
peculiarity of bearing a deceptive resemblance to 
transfer credit, with the result riot only that it is 
almost impossible to distinguish in practice hut also 
that it has been fused ro«i.'i her with diort-l.crm transfer 
credit in monetary theory. 

It is this type of credit which gives rise to {he much 
discussed seasonal casing ;ind lightening of the money 
market, anil has ■jivesi the latter the stamp of bciu^ the 
unstable part of Hie credit market, (i-oorge Halm, in 
his discussion of the problem of interest rates on the 
money market and the capital market, did not concern 
himself with created credit or with credit granted out 
of surplus cash balances, and, as he himself admits, 
this deprived him of the nossibi I i i.v ol evpiaiuing "(he 
important bul dillic.uk [irohlems connected with the 
seasonal movement ot interest rates on the money- 
market.-"' Whal it. icl.su did. and this he tailed to see, 
was to cause him to overlook the influences exerted by 

b Cil'Or^ lt:il]n. L ["l;i- Zii]:M.I- ^'i.'ai nil. I.l.l,! mii-L K.n: ,'. ;i I ir. : H.-r.." 
Jui-r h>: N-jU'»,,,!,;/:,./,.,/,::* .<«/ Sr-iUstii. Vol. LXX, 1926, 



the money market im the course of the (null' cycle; and 
all that lie p err ei veil therefore wore the repercussions 
of the trade cycle on (lie money market. 

The seasonal and monthly movements on the money 
market are directly attributable to the practice of ^™' 1 ^ B f ™^ l 
lending surplus cash balances, i.e., to tlic utilization Waiicea may 
of liquid fuuds. Transfer credit may in general be |;^ 1 ^ , ; , ';' lllt] 
looked upon as a. stable element in (I | | 1\ t n 



cyclical movement). Thus the unstable factor on the 
money market, butb on ihe supply side and on the 
demand side, is the surplus funds of firms. At those 
times of the year when commodity stocks are low, the 

onto the money market. Since at these times the 
demand for working' capital on the part of firms in a 
weaker capital position is bra-, there is no immediate 
outlet for the inci-ciised -apply of short-term credit. 
For reasons that have been explained above, the 
elasticity of demand lor slmii-i erat credit, unlike that The dust 
long-term credit, is small, and interest rates on j'f„ d ™tsn 
the money market consequently foil sharply. Since funl jJ ia 

is practically no really "temporary" outlet for 
money capital that is only available for a short time, 
is clear that there are no "short-term inve?tmeti-s" 
■ailable for all the cash balances that are offered on 
e loan market. 

line outlet for th<: hir^r supply « on hi be- in the oth Cl- 
in teroonneHed credit market, \in., the capital market, 
:he market for long-term credit. The method of eon- 
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verting ''short money'' into "long money" which 
involves lensl risk for the rierion willing to make the 
transfer, is as a rale provided hy the. security market. 
One might suppose that the low till! rate would iiithitv 
bears to "cover" their short sales, and that it would 
induce hulls lo buy for Ilm rise. Professional specu- 
lators lire, however, more cautious i.han this. They 
Isnoiv Ilia.;, loo hmeri ng of ilia (.■■nil rate is ooly seasonal, 
and that this seasonal movement is a fact of common 
know he Igi.-. his I hovel ore easy ro sei: why the sE-nson.il 
flociiiai ions in inierest rates on the money market do 
not cause seasonal fluctuations in security prices. For, 
"if a seasonal variation in sfool; prices did exist, 
general knowledge of its existence would put an end 
to it."* Thus the conversion of the seasonal supply 
of short-term money into investment money through 
the stock exchange loans will not take place on a large 




before the boom comes, owing to the cost of buying 
and selling. Tor ttiest reasons the capital market, 
where the elasticity of demand for money capital is 
high, ■.(ill noi relied :and nosorbj. I.!:e iluil lull ions lo 

If the entrepreneur were unable to find a borrower 
tor b;i short -lern i «urplnsoä ot c;ivl\ and therefore had 
to resign himself to keeping the funds in his till or on 
his banking account, there would In- mi withdiiuv.il 
of funds from the money market and no increased 
demand for short-money at certain periods when inven- 
tories are high, when [.he harvest is being moved and 
so on. it, however, saric ovo;;t or change in psycho- 
logy in conjunction with the low interest rates on the 
money market induce entrepreneurs to borrow some 

ä Eiobard N. Owens and Charles O. Hardy, Interest Xatet and 
Stock Spscufcrfion, p. 124. 
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more short- term funds, the nest date when heavy 
payments becomo due or the nest time when stocks are 
being moved, will cause a tightening of the money 
market. Because the tendency towards tightness at 
these dates ie eased by the banks through toe creation Baukkiu» 

anxiety about providing for these heavy payments, a »- muiity 
and this has led to the lending and borrowing of "ik^l "" 
"liquid" funds on the money market. We might also 5^™^* 
say then that it is the creation of credit by the banks " ' 
which is at the root of the fluctuations, because if the 
entrepreneurs were not ran Silent of obtaining help 
from the banks in case of need, they would not lend 
their cash balances to the money market for fear of 
becoming illiquid. 

Thus, while lompera'y ■surpluses of fash arc Ihc 
vlemi'ut in the supply v, :iidi is Ihc ilivecl snu e tin: 
monthly anil si-iismiii ■ fiuci 11 ii1 ion- in imprest rates on 
l.he money nnirket, a ncces^i i'y i.-orniil liu> of these muve- 

öffeet of the creatfon of cLdit by the b^nks is 

market, because bank credit fills the gap when the I'Vt^^ 
entrepreneurs withdraw their funds. Without the of the rules, - 
elasticity of bank credit, which is returned as being 
so beneficial in this ca.se, ihn fl act nations would at first 
be wider: in fact the li^hinuss of the njoncv market 
at the critical payments dates would become really 
''critical." But hail experiences would soon lead 
entrepreneurs, for the sake of assuring their own 
liquidity, to refrain from lending out their temporary — ijuiiirerr% 
surpluses of cash, and so the direct cause of fluctuations {^Jj'f^* 11 * 
on the money market would disappear. It is apparent, '><»<^'-«'V 
therefore, that the invisible effect, of the elasticity of klucn 
hank credit is exactly the opposite of the visible effect : ^'^' [he 
mitigating the fluctuations and easing the difficulties fluctuations. 
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arising mit of l.lu-n means einibl : n g i]n: llimuiatioiis or 



93. The classification tit credits granted out of sur- 
plus cash balimces as ei third type ul credit, iuler- 
nu-diatc between transfer oreilii mi Ihn one side and 
:-redit created by I lie bunks on tin.' other, lias a inimbfr 
of advantages. lending out of l.cni|iiira rv surpluses nt 
ensh lliifanct'n is in prill i/iple jm.isitilc ivitttoul Uic 
agency of the banks. As most people have become 
ii en n. .1(111 1 ed to tliirik of ercdit iTuatuiii in being! duo 
solely to the banks, credit granted out of surplus cash 
balances is treated as transfer credit, despite the faet 
that nobody refrains from buying, as this purchasing 
power is being transferred, and that this credit lias 



i persist in arguing 
ireate-' inflationary 
eally that this bank 
2X of causes of the 
a monetary theories 



n(to 



i at is 



IrriTLiHf^rrpil |1||.,|1|^I| I lie 

2VÖ 1 :." 



>nal guilt) will tlrtii'KV-.. 
, ivhiirh is not <iT!iiited b 
78 inflationary effects. 



on the baaia of the funds obtained by the latter 
ulvm;iTii! ili'jiusiiS;. Quite nparf from tke fart thai ;il 



the present flay Hie fli;finsi(.or is not guided by the 
a racier of bis funds in choosing; which kind of 
uccount to bold, this simple test is rendered useless hv 
(.lit? fir cum stance that a deposit with a bunk mostly 
comes through a transfer from a deposit held in 
another bank, an rl il is not possible l.o determine the 
origin of this deposit — whether it was a savings 
deposit or a current account or even an overdraft or 
new credit created by one of the other hanks. 
Thenreti- A deposit of funds with a bank may be : 

thwi-a» (1) a deposit on currenl acton n I serving as cash 

XJ™" balance to be drawn on currently; 

depo«»«.- p) a deposit on current account (or savings account) 

plus cash balance to be drawn' on after a certain 
interval according to regular tides of receipts 
and expenditures; 
(3) a deposit serving as an investment, for Wif-term 
or short-term savings or for the liquid capital 
of a firm which is oil bur eon t.nicl u\g production 
or not maintaining its fixed capital. 
— pr ujt-imlly. And there is no way of Icllieij which of these three 
Ä-'iDgimh- Purposes the deposit is intended to serve, 
»M* If each deposit bore an indication of the length of 

time for which it was going to be held, and these 
spcciiioiilioiis real correspond cd to lue true nature of 
the deposit, then a deposit on c.-.irrenl account of type 
(1) would be a typical tlcn.aijd deposil. and the other 
two would be time deposits. New credit« which the 
banks (all taken together) grant on the basis of an 
inflow of cash due to deposits on current account repre- 
sent creation of credit. New credits which the banks 
grant on the basis of an inflow of cash due to deposits 
on time account :-cp re sen I. transfers of credit. The 
additional credit creation increases the volume of 
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circulating media. Ths er?a_ts whii-h fire not newly 
created by the banks, but only trans. r. red l.h.ongli 
them, are not however all "pure" transfer-credit: 
this term propsrly auplies only In tur.rli deriving f.iim 
nev siiving-s in' iH:\vly disinvi'si.od capital, whereas the 
deposits of type (2) represent what we have called 
temporary surplus i_-fiF.li balünccs. Thus, al.hcuj/h I lie 
M-cdit- ji-raiitfi! trom fhesn deposil funrl.i fir. not created 
by the banks, but only transferred by them, l,hey aro 
ucvcrthfless inflationary in their effect.* 

The position may he <i.rm manned by the following 



DriuTioB, ■ ■ Demand deposit. Time deposit. Tinm Hepti-it. 
Fusf.Tifjx or Bisk, Creation of Transfer of Transfer of 




Irifl_.tioii_.-y. 

TatMXlOil. TlM, - Created bank Credit out of Transfer 
cnxlit. surplus cash credit. 



A monetary system which w:is i in'cded ro avoir! any 
iiilkiiiiiuin-y or deflationary mote would hare to ward 
off anything which involved any ..hange In llio supply 
of money — including dum and deposits- or any dimiuo- 
tion in the demand to hold mnntf in the part of 
individuals and firms. The already exiting volume 
nf credit outstanding, which can no longer exert any 
klneile clreeJ on interest rams, invjld have to he main- 
tained. (This view was put into practice almost a 
humlicil wirs a_-n in Peel's Bank Act with its fixed 

3 By "mflatiniwv" me-iir v."', ri.:-vely -li_ vi*il.:,- efiV.'i. .11. 
Ijri.'nr, ",.at .1'.] ill..-':' L:lf..l^l-i'.' 'Ii i I ; I . ■ r I ' • H-ld ,\i : Lli 

proceed eilier actually or potentially from the side of monay. 
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fiduciary issue, iilthniig-h this wm of course confined i" 
bank notes.) Thus, r.be banks, supposing they bad 
formerly kept an actual cash, ratio of 1(1 per tent. 
Mem iuirL aguiiut deposits, would have tn it i n sie] c r (in- absohlte 
coal I be figure i-nrre-jiomli iLg id !)0 per cent, nt their dcposils 
.:;...>i Ir-.i e.riLi- as u ns(l d volume of fiduciary lending, und keep a 100 

.. i ... i . . . per cent, reserve njiainst all additional depnaita on 

% '■' la ee 1 c, " Ten * account and all depoaita of surplus oaah 
t6 -n: i i >■ balances, ntji it these deposits were kept at the bank 
I'al-L !n-9 mit,. li'iie-clepo-ils. 11 Sm'ing's deposits on the other hand 
100] -er would, in tili: hyjioihedeal case eif ooiierueiice with 

,— respect til ''duration" between the assets and the 
re". I* t:1? liabilities, require a cover of zero per cent. If on 
Bgatnutn» account of the intermingling of the three kind* of 
"oue-M.-, «c-ä dcpnfils the attempt is made to find aome appropriate 
uro. reserve ratio of between 0 and 100 per cent, for 

"deposits in general," the possibility of eliminating 
inflation or deflation is already gone. Even if only a 
fraction of the inflow of cash due to a deposit on 
current account were "lent nut," in a System of many 
banks ibis would be capable of liroducinir ;i proxies, ivc 
expansion of hank lending |.h rough the influence of 
"derivative deposits."' 

"What wo know about the existence, the character, 
and the effects of neu- lending out of surplus cask 




' Sm Chester Arthur Phillips, Bank Credit, New York IBM, 



balances, livings us to llit conclusion that, there, are 
fund- which (hi nut. differ iii Ilm leasl outwardly from 
credit deriving from the i rimst'ey nf already existing 
purchasing power, hut which nevertheless, if they are 
put to some "productive use," exert the same effect, 
«4 credit, newly created by Ihc bunks. "Whether this 
addillumil supply uf credit Is utilised r 1. t-h 1 1 1 irli the 
capital market ur tlnough the muiicy market, whether 



q the introduction of "certi- 

d.po.ite-wMcl .» iopiüoi» B,.. ,„., 
ight suggest — would not enable I,]'",'"-', tll 
ok of the true nature of their nature of 



94. It may seem a little surprising it we attempt 
to connect the same phenomena as were invoked in 
explanation ill monthly anil F.e.iüonn.1 ftnctu.il Inns on The monthly 
the money market with the theory of cycliiud tlaid.ua- H",,,™ 8 ™* 1 
lions. Nevertheless I think that it is not unreason- ni»ri.tt . 
able tii assume vmir such connexion. I am fur from ,],.;. , 
believing that it is possible to discover tile "germ of 'Xin'tfle 
the trade cycle" in this phenomenon, hut I do think track: rycte. 
that it is possible to show that credit granted out of 
surplus cash balances Is closely connected with the 
beginning of the upswing. 

The "double utilization" of money capital which 
is made possible by lending from surplus cash 
balances, anil the extension of roundabout methods of 
production to which snob lending gives rise, would 
be doomed to a very short existence in the absence 
of other .support: it could net survive the nest date 
when heavy payment- became due. What is a surplus 



to some "pro- 
e now limul- 



lasts several years. The movement which has just 
"been described lasted no longer than ii season — or even 
— th.Ti iheir a month — because the tendency towards an exten- 
tou*J k!' sion of production was brought to a swift end by the 
terminated,— advent of the nest payments date. But what happens 
if the payments at this rlatc arc facilitated, i.e., if 
the economic system is soared "unnecessary" diffi- 
culties, by short-term lending from the banks? The 
extra heavy durt-Linil for money Inst s only a short time, 
— were it not anil then llie ImnilleSn credits, >UI ving- performed l.heir 

gi™,' b7 pite task, will flow back to the banks. There has been 
mnmmwry fairly general agreement in financial circles, and 
expansion,— among students of banking policy, that the ecoaomic 
system ought to he helped over these payments dates, 
and no small part of the efforts towards working out 
a scientific monetary policy in the last one hundred 
and fifty years has been directed towards overcoming 
or easing the periodic stringency at certain dates when 



nnationism favoured such a policy.' 
When the funds, which were temporar 



system over the critical days, then the use of funds 
twice over in production can he ran j.inuctl. All that 
iä necessary tu enable I lie ''upward" movement uf the 
cn-ononuio aval em towards i ^proportionality in pre 
duction to continue for a longer period of time, is for 
the banking system to give assistance at certain times 
of strain. The payments dates might to a certain 
estent be taken as indicators of the liquidity of the 



production requires not merely the continued use of 
the amount of credit once furnished, hut the repeated 
aiiiii- Iii ii i-iit i.ini .it further doses (see the analysis iriv^n 
jn Chapter XI 1. nho c. uii.inui;! ion of 1h<; u|s\Hnsr will 
require increasing loans from surplus cash balances 
and will involve increasing stringency at the pay- 
ments dates and increasing intervention from the side 
of bank credit to overcome it. It is clear, therefore, 
that the fluctuations in interest rates on the money 



influence of the trade cycle uu the money market is, 
as I see it, the reaction uf the cycle on the money 
mni'lifl , after the hitter hus furnished the "mottle 
power" to the cyclical movement. The further the 
use of money market iTcilil lias pn;gre~-('i> or the more 
intensively credit is being used in production, the 
heavier iiuii mom urgent will he the demand for credit 
on tie money market at tie critical payments dates. 
Thus Halm is right in saying that "The real shortage 



tun to loans and disbursements out of surplus cash 

causing the i;yi.:le to recur. 

The turning poinl in the cycle comes, a? we know, 
net because there ij an actual contraction of credit at 
chat point, hul when merely n brake is placed on the 

» Halm, up. cit., p. 27. 
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further expansion of credit. Tlie volume of 
circulation media wbicli was augmented by the 
expansion of bank credit need not fall back, 
in the depression, to the previous level; equili- 



of (lie trade cycle i:i is necessary fur there to be a new 
in 2 ationary move- a ne»- inlbliion by i.lm central bau!i 
or a new gold-inflation- before a new cycle can begin. 
Tbc sunie would be üaie of cycles which are started 
off by loans from surplus cash balances wbere those 
loans are not of a periodic or seasonal character but 
are based on ft sudden change in the technique of 
payments. If as a result of a change in the habits of Ji 



increase iu t In; velocity of circulation does undniiliicdly —it can 
contain the germ of a trade cycle, but the habit of ^,[.'' ' .'.! j,",; ,, 
holding reduced rash li.-.lamcs or tbc increased velocity ""'its 
oi' oirculaiimi will iiinsl. likely become perm ii nein para- 
meters of the economic system. 

None of these "causes" of ibe trade cycle explains 
the periodic recurrence of the cycle (at least so far 
as endogenous factors are concerned) but it is a. dif- 
ferent matter witb temporary surplus balances. These 
cash balances are superfluous at certain times and not 
245 



superfluous at others. A rise in the velocity of circu- 
lation of money due to the lending out of these 
Tin iemj»>f. balances need not be permanent. After the liquids- 
Hd'hltacer, ti° n °^ the crisis the firms are likely to hold again 
dialed I , hl ,, :( , lvhioll o, L , v r)tl .j at eertain moments in 

ti !B ,i]i.wii)ir, their own businesses and which are supr-i-flnou..' 
I^irVtaD during ether intervals. Whereas in the case of many 
rhr other factors in the trade cycle, the impetus which 

' contributed to the upswing disnppearj with the con- 
clusion of one cycle, this does not happen in the case 
of fluctuations in surplus cash holdings. Assuming 
that the loans and disbursements out of surplus 
balances together with hank credit served to finance 
the over-investment, then, when the repression oninrs 
and the undertakings which cannot he maintained are 
compelled to close down, the surplus cash balances 
will he set free again. As the process of liquidation 
progresses, the funds which were previously invested 
'"'twice" c.unie hack, and the general urge to sell out 
stocks anil to defer ail postponahle purchases in the 
expectation of a further fall in prices makes it impos- 
sible to find a productive outlet for these free cash 
balances. It is easy ( u sec (lien why it is that in times 
of depression, during the "liquidation of the crisis," 
interest ratos on the money market hover just above 
the sero level. 

It takes some time before the economic system gets 
the crisis and depression "out of its limbs." It is 
only after a certain lapse of time that the crippling 
feeling of uncertainty begins to wear off, a.nd the risk 
estimates by potential lenders and borrowers Kind j, lly 
fall. When finally confidence has returned and the 
— th'sy ire spirit of enterprise has reawakened, the firms which 
liie.j Smein ] l;)v(1 ac .„\in u!al.ed large balances of cash during the 
itli<-- iipi.iim. pound of liiiuuliirioii ilud dial; these liquid funds are 
superfluous and that there are outlets for them. As 
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into the upward phase of the cycle. 

96. The introduction of surplus balance credit into 
the analysis of the trade i-yt-le supplements modern 
monetary theory in two respects, namely, jn 

(1) that start of the upswing can he explained 
without reference to an expansion of bank 
credit, and 

(2) that the upswing tan be e\plained on the basis 
of an expansion of hank credit of a much 
smaller magnitude than was previously 
assumed. 1 

Both these c.i rev. in stance a go far to meet the 
favourite objections of those who still reject that 
theory of the trade cycle which stresses the expansion 

interest rate pnliev of die liaoks as I he primary cause 11™«™ 
of the cycle was attacked by both hankers and i^tVcldiJ™.t 
theorists. Many people found it difficult to accept a inflation f 
psychological factor on the side of hankers and mono- H „ in 0 roas«d 
tary authorities as a satisfactory explanation of the J,™bLiikB^— ^ 
periodic recurrence of cycles. 

Hayek was able, wilhoul a l>a mioning the main lines 
■of the theory of credit cycles, to .hew that the money 
rate of interest may he below the equilibrium rate not 
because of positive action on the part of the banks 

ite e&ec^'^Both "Hiwfrey's an 'i ' ' f* to™^ 

mvrn !' v. t':" lli:r:i I 'I I 1 f i ii'.l m i: 1 1 .1 Ln:i .":.;.w.. , ,/ .. 

Geneva 195". pp. 1ft IT. and 62 ff. 



but because there ia a rise in the natural rate of 
interest unaccompanied by any riae in the money 
rate. 5 So, for example, technical progress, which 
— inter it was creates increased in vcsinienl ui.ii.n.iii unities and thus 
hTflaiin" causes a rise in the natural rate of interest, may lead 
resuUod from tn increased Vim jiving from the banks. In this case 
iTwii''*'nji!j!y t ' le expansion of bank credit is not the result of active 
bvnarikB con- inflationism, as Miaes considered it, but of passive 
in.-'- ' inilal ionism. By a change in data in the economic 
demand;— system but without any action on the part of the 
hanks, a money rate of interest which was previously 
in harmony with the equilibrium ruin may become 
a rate that is conilncivo towards expansion. 

However, Hayek's theory piill treats the Imam;; lie 
of the upswing aa being exclusively due to an expan- 
sion of credit by the banks. The exposition given here 
on the other band ascribes an even more paaaive atti- 
tude to the banks in the cycle; in fact, part of the 
funds used to finance the boom are seen as coming 
—in Hot, from quite another source of supply, viz., temporary 
™™t'™oT 3"rplus cash balances. Here the pasaive inflationism 
■nrpl ia of the banks is at the beginning confined to giving 

with' inly assistance, if necessary, by increased lending at the 
™'™ v critical payments dates, and does not assume the Iead- 
■upo ri by ing rÖle until a more advanced stage of the cycle, 
bant credit, The expansion 0 f cre ait by the banks need enter in 
only at a later phase and to a smaller extent than was 
formerly supposed. 

Part n t ' 'Kon'j unkturf OMchuncnnd Koninnbturtheorie/' ^Schriften 
,!■:/ V r.r ■■ins l.rr .Sf.i ii.-l ,:-■!: I il: , Vol. 17.}, Munich and Leiplig 1928, 
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INDUSTRIAL INVESTMENT AND THE 
QUALITY OF CREDIT 

97. We have still So jrive an answer !o [he question 
whether credit is liable to exert different effects, 
according to the purpose for which it is granted. It 
was necessary to clarify first, tin- problems connected Are the 
with the distinction between oircuktine. and fiisd '„jj" ° 
capital. Now that we have progressed thus far, we dependent 
may venture to comment on the effects oi loans which 
are differentiated according to the kind of use to 
which they are put. 

The answer is simpler in the tose of transfer credit 
than in the case of inflationary credit. In the case of 
genuine savings it has been customary in the literature 
to inquire whether there is congruence between the 
duration for which the credit is granted and the dura- 
tion for which the investment is made. We have 




term investment from the private point, of view. If 
ibe demand for short-term credit p redo rninal.es on the 
market. Ilien the spreüd hehieen the interest rates will 
tend to cause the available credit .supply to take the 
corresponding form. If the demand for long-term 
credit predominates, then an incr;-ii=iiij pre portion 
of the available supply of capital will go through the 



stock exchange. The raising of capital through the 
issue of stocks makes the individual firm independent 
of the length of time for which the individual capi- 
talist or speculator wants to invest his funds (§ 9). 
There has consequently heen a tendency for industrial 
mjiiUi; requircnicu-is :o lie fmanio'.! to an eier-inrrcas- 
ing extent on the securitieh e»:rh;;iif;es, anil the amount 
of industrial credit which has been obtained via the 
stoi'l; cx.elian;;e is l'ar ^realer ilian all other forms of 

At certain times (prior to the nineteen thirties'! the 
securities exchange was the only channel through 
which credit flowed into industrial production. 
Towards the end of depression periods capitali.-l j and 
financiers hold back from all long-term commitments, 
and at the same time entrepreneurs, after their bad 
experiences of the crisis, fought shy of borrowing at 
Aft.rlong shuri term for investment purposes. Thus there was 
i't'™ 1 ™ for some time almost no supply of long-term funds to 
sup ily nf industry und almost no demand foe funds on the money 
fun.iasnd market. The. link was often re- established via the 
noilemsnd securities market. The belief that funds invested 
ten. i hinds, through the securities exchange can be withdrawn in 
marlctsoltau liquid form bad the effect of causing the superfluity 
britieed the 0 f funds on ofier on the money marltet eventually to 
B * F find its way onto the securities exchange, in the first 

instance, of course, unto l.lie bond market. At this 



lake 



It' 



le.n.e-t, 



adustry out of these funds, and there was no 
md for short-term loans by industry. The only 
; outlets which remained open to the 
banks, therefore, were security loans and security yiuv- 



in the supply uf credit and not from an increase in 
the demand. (This assumption, however, detracts 
considerably from the practical importance of the 
question.) 



In accordance with the 




iptions we may sup- 


pose that LtucuHf.iprcrK.iur 




a loan for productive 


;ii'l;vilv- lor lor fin. expansion of 


productive activity) 


which he was unable to < 




t previously for lack 
Now that he is 
il, the entrepreneur 


of the necessary money 
equipped with the mone 
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(original factors as well 




started out from 'the 


his enterprise. A theory 


which 




assumption of full empl 


<>\ mi'rll 


would have to say 


that the means of prod' 




rhich are demanded 


with the new money capi 


till wen 


previously destined 


in go to other producers. 


If the 




the result of the creation i 


i[ credit 


, the diveraionof the 



means of production to the new prod mil ive nctivitv 
wilt take place by \rny of ihc bidding up of prices on 
the market. Professor StriL'l concluded from this — I 
The nLirgiiiiil tliinl; jivitniably within iVic narrow confines of the 
w'H- vVi! >«■ assumptions stated above ■ that the credit can only find 
an i Iv-entnr in employment in (hose lines uf production where the 
beca uis'of increase in prices of the menus of production plays a 
i;„: *t&tjTe smaller rijle in cost calculations than the fall in 
inu'ioat interest charges. 5 This would not be the case where 
changes. fo e creu ]it i s UBe d as '■circulating capital" because, 
where working capital '.ma lev: als 1hai. are used up in 
the process) is concerned, an increase in its price will 
be a weightier consideration than the reduction in 
interest charges. The reverse is true in the ease of 
fised capital, and it would therefore be profitable tu 
use the additional credit only for investment in fixed 



1 Ridhsrrl son Strigl, up. cit., p. 194. 
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The siiiiver tu tin: qucs-icn uiulur cunsidcra I ion i:- 
in large port contained in the assumptions. It has 
been assumed that the demand is given and that the 
supply of money capital increases. The result must 
i-hi-ret'ore be (lie satisfaction oi ö demand that was 
previously unguis tied. If this investment opportunity 
which can now be exploited with the aid of the newly 
created credit, was previously excluded by the com- 
petition of other ways of using money capital this must 
obviously have been due to the interest factor. Invest- 

credit ie P "too dear" must be of the kind where the 
interest factor plays a relatively large röle : this is only 
the case with long-term investments. An investment 
which is made possible only by the creation of new 
credit can there lore only be an invenuicnt in Used 
capital. 

Generations of practical bankers, and authors of 
books about bnnkissg. have preached ihal hank credit. Bank credit 
should not be used for investment in fixed capital. J^gJ 1 
Even if the length of the period for which working working 
capital is invested is greater in the economic system tt ' 1 " * ' 
as a whole than in the single undertaking, it will still —which 
be possible to liquidate working capita] with less dilti- IS!:',^ 
culty and at smaller loss than fixed capital. The ^"j 1 ^ 
"inflationary effects" should Therefore be wilder and capital, 
less harmful if a. credit expansion serves to finance 
working eapllal than if it- is used to finance fixed 
capital, liui. is it possible in prevent I he credit from 
being invested in fixed capital!' The foregoing exposi- 
tion, based on the assumption of a given demand fur ^ 
credit, leads one to answer this question in the nega- i;v'^. ''' 
tive. But is the "given" demand for working capital ^.'J';'!!, . 
really perfectly inelastic? inelastic! 

Technically, an increase in working capital might 
take place without any increase in fixed capital if pro- 
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duction could hr i:\ioinlnl within Um limits allowed by 
(■Tic ting fixed capital equipment. The -volume of 
production, at any time, is determined by marginal 
cost and marginal revenue. Tie marginal costs, i.e., 
the increase in total costs due to an increase in pro- 



rate of interest is only a fraction of the latter." 5 Tho 
marginal cost curve will hardly fall noticeably in 
response to a reduction in the interest rate, and it is 
scarcely mil.li talking u-bmit a I' a .' 1 in the interest rate 
leading to an extension of production within the exist- 
ing fixed capital equipment. 

Tlie increase iu the supply of money eapiol run, 
however, raise the demand for certain products and 
Mor>-worli- may thus lead to an extension of production through 
™"« tal the riee io the mar S inal revenue curve. There are 
Bought,- here three possibilities : 



(1) If the increase in the supply of credit is infla- 
tionary in oiiijin money inonmes will rise and this will 
lead to 10 increase In the demnod for ronsumjui mi 
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inioiis which ran br ]ihk1ih i:(] with the e^istin/j- eapit;:l 
equipment. 

(2) The fall in the rate of interest diminishes the 
interest charge on the LiaiTyi'iji 1 ui' jfouU by traders, 
ami may «aus« the lam:r iu incrni?e t heir demand for 
goods to hold in stock. 

(3) The fall in the interest rate raises the present 
value of durable instruments of production and 
increases Uie demand for them. 

The first üf these three possibilities (aside from the 



as the result of the utilisation of in ilatiuuary credit. to . tbt 
But here we are concerned with the form of the ? n ™*?' 
primary use of the credit, to finance either working m " lt ! ~ 
t>v fi\«ii ciipM.ül of prinliireri. The po.«>i;cl:iy (bar. the 
utilization of the credit may lead to a =c-cmidary 
demand for consumers' goods, and that this may lead 
to a tertiary derived demand for winding capital, is 
another matter. 

The second possibility is the fundamental idea 
behind Ilawtrey's theory of the trade cycle. It has 
often been objected tn this, Unit the demand of traders 
for stocks is influenced by interest costs only to a 
minute extent. There is a {rood deal, of truth in this 
objection: it is not at all likely that the interest-rate- ^"teraat 
sensitivity of the traders' demand for stocks will be parauadea 
anything like as important as the intereat-rate-sensi- ^™p°. 
tivity of the producers' demand for fixed capital. 

The third possibility brings us back to our thesis 
that the increase in the supply of i-.redii will as a rule ^« in™ 
cause more credit to hs used to finance fixed capital, merit in 
The utilisation of additional credit for extending pro- e™Smoct 
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ducl.ion ir.iiluytit simultaneous or previous investments 
ill fixed capital is hardly likely to take place. 

99. The misdirection of investment would, it is true, 
not have sur.h fur -reaching effects if the money capital 
were used to produce "liquid" goods instead of being 

not so much on account «f ihe ''period of turnover of 
the capital" or the slower or tjuie.kcr rale of ainortiza- 
Lomol tion, as on account of the greater or lesser variety in 

re!' LiViu tbe purposes for which i lie concrete capital goods can 
bri' da 'd ^ e UBe1 '- ' CBS °* Ta l ue i B usually in inverse pro- 

s .. portion to the number of uses to which Ihe goods can 

squpmeoti— ], e pll t. Since fixed capital goods mostly consist of 
the type of capital thai, is leasi capable of being used 
for a purpose other ill an 1 lull tor «hieb it was origin- 
ally intended, they are the ones that are most likely to 
be subject to capital losses. 

Considerations such as these, howevor, are neither 
of theoretical nor of practical importance, for, as we 

:-u-- ''l, result of the credit expansion only to the extent that 
.L-,,1 uerifud (I,,., fiipiliii cuiipiiierit thai is first eon si rue led 

jiriTir with with the aid of the iniini innary credits needs raw 
' '"-i™ imu.eriahi as complementary goods to go with it, and 

■i i I 1 ""' IV i the increase in demand for consumers' goods, which 

IJmiding! results in due oourse from the increase in money 

incomes, gives riac to a derived demand for working 

capital. 

Our conclusions may seem to conflict, with the fans 
of expedience, anil practical bankers in particular will 
defend themselves energetically against the insinua- 
tion that they grant their customers short-term credits 
for long-term investment. Conservative bankers are 
convinced that they finance only goods in process and 



give only advances on goods sold. But they forget 
that by g-i villi; the producers these funds for investing 
in "working capital" they put those producers in the 
position of being able to use their own capital in a 
different way than formerly. The granting of the 
hank credit lo the producer free? the funds which were 
previously tied up in the runu i him () f bi s business, und 
he ran now undertake the in vestments he plans with 
his "own funds." The concrete visible use to which 
the new credit is put is not, therefore, in any way u, 



advances to entrepreneurs who undertake investment 
in fixed capital. In fact, however, the bank credit 
which the entrepreneur borrows for himself in the 

in the form of a trade credit, ami thus make it possible Mler 
for the firm which directly or indirectly takes over 
the products of the first entrepreneur to embark on 
investment. Or the hank credit- may place the entre- 
preneur in the position of buying more on a cash b.isis 
and less on trade credit, and so enable the firms which 
directly or indirectly supply him with materials to 
undertake investments. Lastly, the bank credit may 
release some other credit and so, by easing the general 
credit market, make it possible tor investment to be 
undertaken at some undeterminable point in the ,, , . 
economic system. The great care which a banker takes .etaiL 
in choosing between would-be borrowers tvill, of 
coaVr-c . um : henelicinllv on tj'c <| iiujii v of the hank's the ku:! 
investments, but it will not preienl: additional credit [,™i D T 
from leading to the immobilization of capital some- "™«.«J 
where in the economy. mobiK» 
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100. If it is the inherent tendency of new credits 
(whether they be transfer credits or credits newly 
created by the banks) to lind their way into invest- 

avail to attempt to direct the credits into certain 
outlets by lending in a, particular farm and under 
particular cond,it;Lons , then the mistrust of stock 
exchange orodils with respect to their "quality" is- 
groundless. Wo are no longer talking of the charge 
agai.'isl -lock exchange speculation ibol. it may take 
the newly granted credit a'.vay from industry. For, 
in so far as one wore concerned merely with the 
problem oi how to prevent short-term orcdil from hein": 
used for fixed capital investment, the stock exchange 
would have to be praised and blessed if it actually 
did «itlihold the new funds from industrial invest- 
ment. What we have to consider here is whether the 
'''misuse'' of ii:e credits in production will not be made 
worse if the shori-leirn funds are fir.nl transferred by 
stock cmuIijjiü'c witchcraft into long-term funds. 

"The harm which is caused by too much lending to 
the stock exchange lies in iact not so much in the 
possihi'iiy that there may he a shrinkage in the 
amount of lending to industrial borrowers," says 
Eeisch on this point, "as in the fact that in this case 
credit:; will he put at the disposal of the stock exchange 
which are ty their economic character totally unsuited 
to the purchase of securities."' Cooi.tncii Ii og on this 
it has to be said thai ciWiiis which are by their nature 
unsuited 1o securily purchases are just as unsuited 
to any other kind of industrial credit. For if every 
additional credit may have the eflect of a long-term 
credit, it is obviously immaterial in what garb this 



" Reisch, "Uber das Wesen und die Wirkungen der Börsen 
kredite," loc. «f., pp. 2A fl. 
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credit is dressed. This gives a final negation to the — the b 
question raised at an earlier juncture as to whether the e*°j 1(M1 
danger that investments will he misdirected is greater credits 
when the credit i.j granted to the stock exchange than „ 0 ann 
when the same amount of credit is granted directly to ^ n L ^] n( 
industry. direct, i 

Aside from the fact that the effect of the credit is " 
ni.il, decided liy its iniin'ard form (d:sc;nin|-. security 
loan, overdraft, Sc.) nor by the way in which it fiuda 
its way into production (through loans to producers 
or traders or through purchases of securities, Sc.) lior 
by the concrete purpose for which it is used directly 
(trade credit, working capital or fixed capital), the 
banks have no means of damming up the flow of newly 
created credit to (he siook exchange. Wo long as the 
expansion of credit continue., the newly created credit, 
will flow onto the stock exchange even though the 
authorities send a policeman after every credit. When 
rates on call loans rise considerably above the discount 
rate, the hanks attempt to rediscount, their lioblinus 
of bills in order to be able to use their funds on the 
stock exchange. If the banks, under the pressure of 
ihe official credit pnlicv. du nni dare to expand their 
lending at call, but there :? ucvcitiidc.xi a tendency 
for the credit expansion to continue to the benefit of 
"legitimate productive activity," then ordinary n UB iii UB 

divert the "direct credits to industry" to the stock mate fc ' 
exchange. For nobody will prevent industry— ^"^1" 
attracted hy the high rates on call money from ["=("■ fri 
placing its liquid funds, of which it will have anmtoa 
abundance in consequence of the "legitimate indus- j,"*^™ 
trial credits," at the disposal of the stock exchange 
and from financiog new i.s.-ine.s with i.hcrn at the same 
time. In periods of boom — periods of credit inflation — 
practically every credit becomes a stock exchange 
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credit. 1 The campaign against stuc'n e.\ change credit 
will be brought to a successful conclusion only when 
a check is placed iitj credit exp ansion. And the check 
un credit expansion by the banks will not necessarily 
in fill circa instances slop ilic iccrease in stock exchange 
credits immediately. Thus, for example, the restric- 
tive credit policy of the American monetary author! Lies 
m IB28 aclileved small success because llic expansion 
was stimulated further by the reduction in the 
liquidity preferences of the economic system. 

The notion that it is possible to pursue an "effective" 
credit expansion ami a.i ihs same time to avoid a stock 
exchange boom is absurd. Discrimination in lending 
is bound to fail so long as the discrimination does not 
imply restriction. This is, of course, possible and 
'' practicable : the demand for direct business loans and 
discounts might rise more slowly than the demand for 



general. So far, however, as credits are created, they 
will tend, even when they flow straight into industry 
without first going through the stock exchange, to 
increa.se Ike demand for productive goods and in con- 
sequence to raise the value of plants producing means 
■Ave" of production. This is bound to be reflected in an 
"nd increase in the values of titles to these undertakings, 
bonni •'■' 1UB same picture of a boom on the securities 
much market will be presented no matter where the 
increased credits are initially placed. 

It is thus a mistaken judgment to regard security 
loans as the villain of the piece and to look upon 

5 Sec W. Hatnl^^i Huriscss. ?'J. )/■■-. IS.ii-.1-, and the M ,.-».?<, 
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lim iium-.i as being devoid of all evil. Tor bull], i'it.!n>r 
visibly or invisibly, km! to FtilW the path that otters 
the gu:.\\t:~i. ;iUr;ivtioiLi. It is not the £urm the credit 
takes nor the «ai:t plane where it enters the system 
i ha' rnakt's it dangerous: it is, instead, its amount. 
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101. Now that we have established that stock 
exchange loan:; ure no nn.ru Jim jrcixms ta their effect 
than oilier kinds o)' loan-; !;ruin.r-d i:i Ehi; iait;e vrduimi, 
we must consider whether t.be volume of lending may 
not hs influenced bv the sioei; eichan^e, and whether 
this influence is not such as to tend to increase the 
total volume of credit. 
Steiik The question we are asking here is the reverse of the 

Ti'^lT"'' one which, we asked at tlie beginning. Our original 
i'--t 'iit 1 * '" question was whether lending to the stock exchange 
sm-oLtv, is eauii:d Um 1/t/iu oiecii- tu go to industry. The question 
we are asking now is whether lending to the stuck 

. xchange may not cause (uo much lending, ut whether 

inn iHon. "excessive speculation on the stock exchange . . . does 
not en ipsa pnnluce jiti Inflation." 1 

Whether or not there is any sense or justification 
in talking nbom. the ''tenses" of an inflation depends 
1; i!' |„M.,is „ sl not onlv on the definition of the concept of inflation 
bat also on the prevailing institutions. If inflation is 
™li"tiieror defined as an increase in the effective circulation of 
anj aense in money, it has a certain sense, and is methodologically 
2'"' legitimate, to refer for example to a certain improve- 
"«n»' of merit. Itj llie tiT.l.iii line o[ ji a yiner.ts as the "cause" of 
inlhtioD. aa i n fl a tion. Whether, however, it is also justifiable 
to talk about olveotive cruises oE an increase in the 
volume of money depends on the prevailin g instiui- 

i Thomas Balooh, op. cit., p. 5B4. KiiiiiWly 11. (i h!;i-.^i..v. 
■lp. cit.., [>. SI : "The i'l rriiil ! nr.;, is 3-.U- j.inriT I with spi-: .In 



tions. Under the institution of the gold standard 
[here may in foot be a cjiu.ie of a guld inflation in the 
sense of a can sol nexus «hieb is explicable in economic 
terrae. Under löe jjuM si a ndand lie discovery of new Ther 
rich gold mines, or a technical improvement in gold 
mining, would have t.o be ice-irdeu as causes of an the is 
inflation. The increase in the "volume of money would 



obvioos mol.ives behind the policy; the policy may be 
easily rationalized : it may be explicable un ideological, 
psyclu.liisii'a! or ti'ii-olonO'al "Toumls; but an infla- 
tionary policy of this kind cannot be said to be 
^OTerncd by any causal necessity of tlic type discussed 



tary sys! 



detevminaie in Ihc sense of economic, theory. The fact 
thai at any purl inula:' moment rcpies:.- tor morn eiviiils 
or' (or larger credits may be made to the bant is under 
these circum.it uncos no ''cause" For granting ilicsc 
requests. 

It would bo ditferent under a system of free banking 
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where the issue of money win independent of political 
aims. It the reserves of a multiplicity of competing 
banka were dependent on nothing else but gold pro- 
duction and gold movements — and could not be 
increased or decreased by central bank policy — the 
situation would be auch that an inflation would he 
explainable as (lie economic consequence of certain 
circumstances (such as gold production, liquidity pre- 
One should fern ntes, demand for credit). When, however, the 
bil"™" supply of credit is managed by a central authority, an 
noun >imc inflation is not the result of economic behaviour such 
haii mraniJ as the behaviour of the buyer, the producer, the trader 
™™ ™ C OT ttte saTer ' ' ,ut tüB result of "interventiou" just like 
any measure of tariff polkr. labour policy or tax 
policy,' 

■JV i I The piL-vmli.it' munelary systems in England and' 
dSb,riZr^°u the Suited States are a compromise between political 
u r ik:<::-,d-i un d economic determinants of the volume of credit, 
be "Many presenl-ilay stud mi Is of monetary theory are 

evriiits,!- i nc ij ner i t0 exaggerate one or the other of these two 
aspects. Those advocates of an active trade-cycle 
policy who hold the official credit policy of the mone- 

investment and business attii ily ci a prorate out aspeci . 
Those membera of the Keynes school, who regard an 

simultaneous increase in money income.;, a xa|jyer.iti' 
the other aspect : they regard fluctuations in the 
demand for credit as the dominating "cause-' of 
inflation and deflation. As I see it, the truth does not 
even lie exactly midway between these two views, I 
— by Hier- believe ilial li.fialioj] misfit be attributed more to 
enc ° polili:a! iurlcus and ilellaiion more to economic factors, 

tuul r. »1-K.JI- Tim ruonciarv authorities eini do very little to avoid 
factor,!' deflation ; on the other hand they can avoid infkiioD by 



wii lnl]\uvliijT appropriate quantities of reserves from 
the banks, so that the latter will not grant credit to the 
full extent to which it ia sought under given condi- 



from personal loans) is influenced by the security that <ä™«'* 
the borrower has to offer, and shLce partirular types morenei: in 
of cover or collateral (bills of exchange, shipping 
documents, warehouse receipts, seouriiies) have proved lead to mm 
to be specially suitable for hank credit, it ha? often " 
been supposed that the possibilities ( ,|' granting credit 
M eie strictly limited by the available quantity of these 
kinds of "security." In reticular it was supposed 
tor ii long time thai there was a strict dependenee 
of the total volume of bills and requests for their 
discount, on the ''velimie of trade." Tt has frequently 
been pointed out that (bis is a mere superstition. The 
number uf bills t ■ ' I : ■ i i i: (;■ forward for discount is lurjjcly 
dependent on the credit policy of the banks. An 
increase in the demand for loans against hills can in 
principle just as well lead 10 .■; i iati ten i .:■!;■ ni Hie dis- 
count market a9 to the granting ni' the loans. It all 
depends on the policy of the banks, or on their reserve — depaiida 
position as determined by the policy of the central j^i™ } ° re ' 
bank. 

dust as the desire to pel. bills disco-mted cannot he 
treated as the ''cause" of Ihe granling of the discount 
credit, neitber can the request for loans against long- 
lerni seen ill ies be regarded as the cause of the gvanti'iir 
of these loans. If the banks look upon securities 
with certain market values as sufficient cover for a 
loan of a certain fiji-ure, (Iiis dees not mean to say that 
they are bound to give credit to everybody who can 
offer this kind of collateral. It may be argued against 
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this that tie banks are interested in lending as much 
as possible and will therefore be pleased to lend 
against (.lie securities offered. The answer to this 
objection is (hut the hauks arc interested not merely 
in making profits on interest account, hut also in pro- 
tecting' their solvency. The interest in increased lend- 
ing is therefore only predominant when the official 
policy of the privileged central bank absolves the 
banks of the necessity of looking after their own 
solvency. 

in 1 ;. Ihirinj; '.he war there were people who described 
the inflation as the necessaTy consequence of the 
increase in prices. Those were unenlightened days, 
fitui iniisnu of course. But what are we to say about the argu- 

, ment that the rise of security prices is the cause of 

laticuua further inflation? Of course this statement is not 
oredit meant, to he taken ten literally. There would be no 

öätTiOr™ objection to it if if were formulated more carefully 
wva-rt somewhat, in follows; "A rise in secariiv prices may 

qui .fiction.. lead to thfi eK p eetat i on „f a further rise in prices. U 
corporations now take advantage of the public's 
will iniriiMa to buy by issuing new securities, there will 




to a clrtain percentage of their market value, the rise 
in security prices will lead to an increase in lending 
against securities." This seems to be what is really 
meant when stock exchange speculation is described 
as the "cause" of the creation of bank credit. 

"We ought to consider here the question of the per- 
centage up to which loans are granted against 
securities and the prices at which the securities are 
valued for this purpose. T.et tis assume that a margin 



■of 55 per cent, is required (in the language of the 
American author) I i<-~') so that '15 cents may lie bor- 
rowed on every dollar's worth of collateral. Any rise 
in stock vahira give? "tuarr. mar^i" to I hi; sper-ulalor. 
It allows him In burrow another 45 cents on each Vi 
dollar of paper profit. If this is done and the increased ™ 
credit is used to purchase more stock, market values "J 
vise further; and this further rise raisns again the »■ 

ehases, higher prices, wider margins, and so on, in art 



loan values in spite of the increase in stock prices" '^''^ 

or should even decide on "a general percenl redor- 

tion of the loan values." If rules of this kind could "ceuriiies. 



f it., \T'X,'' L 'n^\i'Ä^L 'i<.'\L'\'^l1l partly' ntre^liwft 
from the Gorman jdition j>f Cassel'« article ^'"J"'^" jf™ 1 ^ 



ue, to "i'.^ 1 ) the . baB '<i 'alu~tioD of the security ; |2) 



really be made effective in deterring the banka from 
expanding credit, they would undoubtedly represent 
a considerable step forward. But it ia hardly to be 
expected that they would he effective ao long as the 
piüci.uj d:l ion or creilii. e\p;i :is:ij.n , nr. envy money policy 
on the part of the reserve banks (or large excess 
reserves resulting from a previous easy money policy 
of the monetary authorities) prevails. 
'1 In the Unikal Slau 1 - llie monetary authorities have 
felt themselves ohligeil lo impose relatively narrow 



ve Board can issue rules and regulations 
amoun" i:t iri'ilif ikat may lie pranteK 
against securities. The fixing of invariable margin 
]■<•(: uirsmpiirj wliirli are based on the current market 
prices for securities does however create the undesir- 
able "pyramiding" effect described above no matter 
whether the margin rci| uiiwicnts are high or low. In 
order to avoid this effect the Federal Reserve Board 
in 1934 issued the following regulation : "A loan on 
a security must not be greater than whichever ia the 
Kicker of: (.1) ->J per emit, of the. current market price 
of the security, or (2) 100 per cent, of the lowest 



"iiiili-pyrauiiding ■/one"; soon, however, the prices 
of securities rose so high that only the first of the 
two rules was applied and the second one was therefore 
later revoked. 

The conclusions reached on the ba=is of an investi- 
gation by the Twentieth Century Fund, New Tork, 
contain the proposal that a maximum loan value of a 

J Annual rtepvrt „i tlmiil ;f Vovernon of Ihr Ptderol 
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^have of slock should he fised at some multiple of tile 
net earnings of that stock ovtr the five years preced- 
ing clu' lii-iii . A [iii^' i: [ i .und v.- 1 mi Id mean that the 
loan value \nmld cmiuj.i'n little and only once a year. 
Increases in the market prices of shares would, there- 
fore, not permit increased amounts of lending. 
Another rather arbitrary method of dealing with 



method: in January, 1936, when stock prices were ej^ 0 ^ 

in October, 1937, when stock prices had collapsed, 
margin requirements were lowered. The lowering of 
the requirements ( ' !ime mut 'h late, however, and 
the Board was severely criticized for that reason. "If 
;l]i.-i method of [im 1 rol in tu 1«; used, it should be . . . 
flexihly and promply applied." 1 

The idea behind all these measures against an 
expansion of lending against acenrir.ics is presumably 
that they will prevent the stuck c\eha n »1: linom fnun 
having "inflationary effects." So für as the credit 
expansion in general is really reside toil through auch 
measures, they are appropriate to their purpose, and 
in many situations are fully justified. If, however, üaeii 
they merely serve to divert the stock exchange credit» "Jf^^V 
into other forms of credil. creation, they accomplish f»r »a th. 
nothing. This has been demonstrated in the previous credit 01 ' 
chapter. eitnosio 

If increases in security prices give the banks the 
opportunity to increase the volume of their lending 
against securities, it may look aa though the stock 

' »m( AIar!:*t V'.-ntrni, Tiv'-nlicll: Cuicurv FiuiiJ, New York 
1934, v- 183. 

? Winthrop W. Aldricll, lot. ext., p. 16 



excbanjje were the cause, and the expansion of credit 
the effect. If tt.cre exists a latent capaci ty and willing- 
ness ou the part of tile liaitlts Ui pviimh] more credit, 



I think there is littl- 
hat the blame foe th. 
schange speculation. 



owners of the titles (securities) to the property of 
Hu)!.« finaa are able to obtain credit as well by using 
the securities as collateral for loans.* Thus the capital 
value of the firm presumably seroes twice as a basis for 

It is certainly true that The see.-iriiy form of financ- 
ing business has made it easier to borrow. But it is 
quite untrue to say that this has made possible a 
doubling of the basis of credit. When the owner of 
capital placed hU. money capital at the disposal of a 
firm, this was acknowledged in the form of shares or in 
the form of "bonds. Tf for any reason be ihmv desires U> 

t>{ lay lecture " Verteuert die^Börso den Kredit!" before thfl 
Economies Club of Viennn (2611. April, 19301. 



wifhdiavv the whole or part of Iiis, money capital, he 
"■ill louli [or another person who [iiisfe f.s(;= free money 
capital to take over bis title. This may take place 
cither through the dcfioitive or cond ilion.-J porchase oi 
the securities, or through a loan against those securi- 
ties. Fundamentally the same process comes into play The oomp 
in both cases : the place of the first capitalist is taten Jäpi™n» 
by B. second capitalist, who provides the money capital issuing 
invested in the undertaking. If the owner of securi- ttaSSSto 
ties borrows on them, this does not mean that the " iE ^,™P 
company which issued them mid the owner ivho borrows agninsl . ih- 
on them have raised capital : all (hat it mean? is that j.i,""'"^, 
the capital raised by the company has been provided 
partly by the owner of the securities and partly by „f'fu'uda"' 
the person who gave the latter a ln:io against those 

It would, however, also be possible for a firm to 
obtain additional credits {e.g., bank loans) besides the 

iJr the shareholder at the same time to borrow on his The comp 
shares. Does this not involve a duplication of credit SSj SSS 
made possible by the method of raising capital through J*^™* 1 
the issue of securities? It is easy to see that this is not 
so once we realize that much the same thing can take 
place without the security form of finance. A. partner- 
ship, N & Co., may secure a loan and at the same 
time Mr. N may be able to obtain a loan for his 
personal needs on the strength of his position as chief 
partner of N & Co. The condition for granting a 
pyr.nHinl loan of this kind will probably be that the 
lender considers Jlr. N (perhaps on the basis of refer- 
ences and other information) as a credit-worthy person 
on account of the considerable volume of personal 
funds which he has invested in his firm. If, on the 
other hand, the firm is deep in debt, the partners will 
have a lower credit rating. The same applies, again. 



—bur, to the firm which, has raised its capital by an issue o£ 

icriufitics. H the corporation has, in addition, 
raflojtodb ' a borrowed aD muc ! 1 tQat tlle relationship oi its borrow- 
i,',-'v' I,'.," i !>fr* to its share capital is considered to be uniavour- 
tiii* a"' llS a ' ) ' e ( anl ^ t ' le interest charges squeeae the 

dividends), then Hie shares uf lliis company will fall 
in value and will give dimiri i -bed possibilities oi' 
borrowing against tbem. 

As the level of indebtedness of the company is 
expressed in the price of the shares, and this price is 
rtccoiiliriidy only a rellcc-.ion of the net worth of the 
company, the '''credit rating" of the shares reduces 
itself to the portion of the i'a|i:tn. which the company 
really "owns," and does not make possible any 
duplication of credit. The fact that the capita! o£ the 
undertaking is raised in the form of securities merely 
makes it easier to transfer ownership of the capital 
invested in it, and so enables the individual owners to 
liquidate their capital more easily and more com- 
pletely. In other words, the security method of finarn-- 
Boon.iiig ing enterprises makes it easier for imcsiors to use the 
Ii. ' titles to tlle ' r capital as collateral for loans or to 

inviif or to replace their own funds readily by the capital of other 
moreagaiQHt investors. In times of growing optimism, however, 

■' " "' ■ investors may be able to get more money capital loaned 

ro-p: rai.i.ina on their securities than the corporations have received 
hive Tsieoä. wnen they issued them. This is the kernel of truth in 
the idea of the "duplication of credit" under the 
system of security capitalism. 

104. We have already discussed the a.[ legation thai 
si Oct exchange speculation produces the i.cn.ipiation for 
the banks to expand credit and thus to cause an infla- 
tionary easiness of credit. No less deserving of 
attention is the opposite claim that stock eschange 
■peculation pauses credit, particularly industrial 



tirely disposed of by o 
isibiliu- uf capital ubiorp 



till 



Ike competition ul the stock exchange." Practical 
business men were thus originally conceited only with 
I Iii' |p]j(lcv.r\ i on-ii tiLs a. rise in iim post, ot credit. This 
was then connected up will:, (lie abirirpti.jn of capital. 
(Jut study of this possibility has, however, given 
rather negative results, for we came to Ihr; cnurlusien 
that a lying up of ''genuine" (ie., iioii-iuilut .unary ; 
luoiiny capita] on the stuck exchange was extremely 
unlikely. We are thus brought back to the single 
point as to whether stock t-xcl.aij^e speculation is the 
cause o£ higher interest rates. 



105. The mere trading of securities, the exchange 
..f ownership of already existing securities, is, accord- 
ing to George Halm, (]uite irrelevant from the point 




rvjlil.v li^'liiriH^- : l.c i !■• market in 1928 and 1929 WM 

diM to PederAj Reserve ayatani policy rather lhan stock market 
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of view of the eont oi credit. "The purchases am! 
sales which take place on the market fur credit titles 
. . . cannot exert any influence at till on the pricing 
- of capital disposition. Of couTse, the conditions of 
demand and supply of the particular categories of 
credit titles may change. But the supply and demand 
condition* tor rupilril dispnsil ion do nor. ohaiiirc :u tlio 



SV" 



capkaliialion rate Hior.g-i;, Hum tl:e security price; will 
alsn eimnec. I!ut iho la-.ter ,ivc to ho regarded as the 
dependent, variable in Ihis relationship. 

The foregoing description is, however, a very mncli 
simplified one which leaves many factors out of 
account. In the tirst place we have been Talking about 
the capitalisation rate, whereas in fact there are a 
number of different interest rates. Furthermore, we 
referred lo lln-. e*yieciod yield, while in fad. (here may 

expected in the near future. The introduction of 
these complications of reality niaiic many n ualifica- 
lions ueceasary. 

' Cfr.iüe Ibilrij, :, Dll.- ZuisprsbltTTi :o.i .11:. L K ;i | laL.ukl." ' 

J„h-'r„-h, .- AV, 5:' .■■■:■' .!..■ .■>.."■ «i.'l f.tiili/li!:. Vm!. 70, ,lcnn 1926, 



According tu Halm the capitalization rate od the 

"static lotie-ttnri rati.' of inkiest" ami the "money 

market rate." 1 This is perfectly correct, although the 

definition and measurement of the "static long-term 

interest raff.'" [(.'main unsolved prubleins. Strangely 

enough, however, it is the effect of the "money 

market rate" on security prices thai Iüih been east into 

doubt. An investigation of Richard N. Owens and Otjwnbn* 

Charles 0. Rardy has sought to show that the money 't™,^",,! 

market rate had no influence on security prices. 3 Tlic 

final conclusions derived from 311 pages of test and (nice,— 

an ample appendix art' thai the 1 henry of the influence 

uf the money market rate nil security values is false. 

because the costs of buying and selling securities 

usually "eat up" any train [rujn tin.' difference between 

the interest rates; that interest plays no role relative 

to the profils derived from ckitnges in security prices; — ™ 

and that the speculator does not require any capital ;;,r- com. r.f 

whatsoever for his transactions.* These are not very ^ 

serious objections. Certainly the expenses are a con- j^f™* 

aideration and the heiglil uf cumuiiisionj und sales H mV.ci'..-- 

taxes represents an i rr.nnrta rit friction. The important 

thing is, however, (he size of the difference (between 

the money market rate of interest and the yield on 

securities; and the expected diiratiun uf the rate level — sndthit 

on the money market. Admittedly the interest charge "i™"<»™ 

does not play a very large role in connexion with the Mi"»!»« ^ 

profits derived from changes in security prices. It is iron ueoiiril- 

important, however, not to confuse security prices Prioechu.^ 

with chonqm in security prices. It is a fact that a 




ünc ahuiM speculator who expects a considerable rise in security 
boS™™"* prices will hardly be deterred by a high interest rate, 
priced The esiate,lee of an influence from the side of expected 
expacted priee ch-tmt/es on the interest rate is, however, not 
PriTohang... at aI1 incompatible with the existence of the influence 
of the interest rati: on security prices.' 

The influence of the money market rate on the 
securities market cannot he seriously contested. Not 
only the rise of security prices during periods when 
the money market rate remains for a long time below 
the "static long-term rate," but also the sharp break 
in the speculation enrre when the increased money 
market rates finally lead to a higher capitalization 
rate, are far ton striking phenomena lo he covered up 
in statistical series. 

Exactly what is meant when it is said that the 
interest rate influences security prices, but that 

long as no changes lake nlace in the supply of, or 

demand for, money capilal, can best lie explained by 

the aid of an example. 
An illuat™- Let us assume that the dividend prospects of the 
jj™,JL companies A, B, C, and D are estimated at 8, 6, 5, 

and 4 dollars respectively. In order to simplify the 

these dividend* are reganicd as permanent — aa per- 
petual annuities— and we shall also abstract from con- 
siderations of risk and uncertainty. If it is possible 
to obtain loans at 4 per cent., and no change is 
expected in this respect either, then under the given 
assumptions the securities market will set values of 200, 

s Wilh reape::!. tu Iiis I.IlLs-.I uhjenLicti in- n'.!v' siij that, even if 
speculation as .1 -*-h.,ls renin s m, -r: i:i.-y ( iijiiuil. t lie sreur :!.= i's <i 
the individual speculator represent capital invest mem. : noil ii the 
|.ri..'s riinc 1m; |»i'm's-,- "i-i'.rc c Li [ . L t L-. ; . ' " si.d w-LlL. ,i im 1l.11:- n.iL 
px;ii'i:l. ar.v further ..■hiui^e in |.ri..:^. . [1 :ir I- ll.i- |ii:l ent ial yi.l.l 
01 til e fund* obtainable from reidizin;; Ihe- 11s.11 -lies ivith 1I10 
n.iiiMted vielii of 1 'ccuritv holdings. 
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.150, J 25, und 100 dollars on securities A, B, C, and D 
respecl ively. Sow suppose dial: the yield prospects 
of the D shares rise from 4 to 5 dollars. If this is 
generally known ;md is expected with certainty, then 
toe -value of the D shares will rise from 100 to 125 
dollars, no mutter whether Iiicrc is any actual turn- 
over of security titles or not. The interest rate of 4 — 
per cent, will not be aftected. If the improvement in bstta 
the yield prospects is known only to a few speculators, Jj^t 
then it will pay these people to borrow money to buy of e. 
D sharps at any price between 1.0(1 and 125 dollars.™™ 
Kut even this demand for funds will not raise ™ii 
the interest rate or will only do so for a fmJS 



a well-orua n i *ed 
mark fit tile seller may lend to the buyer — and the 
increase in (he price of the shares will come about 



a price of 120 dollars. Here— where there has been 

a rise in the price of the shares from 100 to 120 If, to. 0 v, r , 

dollars— the credit market will be altered by an effec- ^l^b" 

tive demand for now credit, and if the supply of credit imiiuiry, 

is unchanged (and if it is not perfectly elastic) the miyriw.***™ 

raising of capital by tin: company will lead to a rise 

in the interest rate. This rise then appears to have 

been induced by the. securities market, hut it has 

in fact been caused by the demand from industry. 

It is this peculiar inisuadcista ml inn- which, has led 
to the attempt to construct an antithesis between 
industrial credit and the seen rides market. In actual 
277 



fact it is ihc setm-ilics market mi which industiy 
raises the bulk of its capital requirements. Only a 
relatively small pari of the. cap;lu! requirements of 
industry is obtained by direct borrowing from the 
hanks: it is called "induslrial credit" by the lattci : 
evidently the reason is that it is only in these cases 
that the name of the industrial undertaking appears 
on the bank's books. \ t , the ease of advances where 
t lie account is held in the name of the industrial firm, 
in the case of discount credit where the firm's name 
is written on the bill, and in (lie case o:' dociimenlai v 
credit where the name is written on the document-, 
the banks assume that they are lending to industry, 
where;;'; in the chsk nf loans against securities, brokers' 
loans, loans at short notice, and call loans the other 
parties to the conitacl often seem to be speculators in 



of the credit which is really decisive for industrial 
development."' 

Once we have recognized that the investment titles 
cl i rid '.i.-il rv are traded on the stock !ia .i^c . 'v-- 'in- 
bound to see a speculative upswing of ,: e: n-ity price- 
as a cheapening of industrial credit. "Viewed from 
i ■ c -i.ar. if point of industry . . . the stock exchange boom 
implies a decline in the real rate of return on securities 
and acts, therefore, only as an improvement in the 
facilities for obtaining capital."' 

The argument that the passage of capital over the 
stock exchange is "costless" is a view which 



tin 



les cxdianjrff 
3dits. "For 
ich ia in the 



Ldf 





Frankfurt P7 



Against this argument Beisch has attempted 
to prove that the stock exchange loads to ail 
increase in the cost of obtaining capital. The 
■nuciiuser of sharo, Hcisoh argued,* is williiifr So 
concede a high interest rate in the hope of trtaking 
profits on changes in security prices; it is therefore 
!;i!|iii>l:al)le that the seller of the shares will place 
his proceeds at the disposal of industry at a low 
interest rate. Evidently the seller of the shares is 
here looked upon as lending money 10 industry; in 
reality, however, industry itself is a seller of shares. 
The more the buyer pays for the shares, the more 



the sense that it was the result of an inflation 
expansion of credit." Against this view, Lindley 
Fraser holds that "Ihe sloe!; ji arket boom. . . . wa 
essence a natural reaction to the general econo 
conditions." 1 The supply of voluntary savings 



)>^9J-97- Se^also Liunsl Bobbins, 

a Significance of lha Stock Market, 
nie Seviev, Vol. 22. 19.52, p. !98. 



so great, according io Fräser, that, with the rather 
rteSm inelastic industrial demand for capital, it could only 
■i! 'im™ i«vi.'slc(l I li.jt.u^Li a sharp rise in security prices, 

i.e., a cheapening of credit. Hence Fraser criticized 
the view ''thai apeciilauun was snaking money too 
cheap for producers and entrepreneurs. No doubt that 
is a arm ii der view liian either the doctrine I hat a stock 
marke: inmm has no practical etTerl on industry at all, 
or — »tili more — the popular belief that it tends to 
deprive 'legitimate business' of the credit to which it 
is entitled." 2 

Fräser thus agrees with me that the stock exchange 
boom brings cheaper credit to industry; he insists 
merely that industrial credit, in the L'nite.l Si ales 
jo wards the end of the twenties was not unhealthily 
cheap. There nan, of course, be no proof of either 
view; the figure* of hank deposits and their Telocity 
of circulation do, however, I think, speak against 

KIT. Anybody who speculates on (.lie rise in the price 
of a security is prepared to pay a higher interest rate 
for direct credit than he actually obtains in the form 
of dividends on his security. This rli n'cicucc partly 
explains ihe cheapening of iiie security form of indus- 
trial credit. When industry receives the new (cheap) 
capital and/or when the seller of shares withdraws 
from the stock market with hie profits, call money 
ie.in.iii rates rise. The rise in call money rates 3 also brings 
ILiiioney^ [ D {fa train, however, a rise in discount rates and rates 
,:„., iir.iii-:.-, for other kinds of bank credit, and anybody who 
.TTi' iTiiuircs rredil io ibis form tins to submil to a rise in 



I.- \,,~ V,:-k mom™ market anctaated he 
(>■:: E5:li Mmch, 1929, the call rite re*. 
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It might be arjfuui.1 thai industry will react innre 
markedly Id a change in til", costs of carrying T-v..r-ki n n- 
capital (financed by discounts or bank advances) than 
to movements in the costs of long-term credit, 
cspei. inliy us cvi.sting Industries do not u.-ually hate to 
täte account of fluctuations in the rate of interest on 
tlic capital mari;e'. Their renuiremenis of long-term 
capital are usually (.(.fiipil oacc for all. and a fall in 



So far as industry, winch complains of the high rate 
of interest charged by the banks, has covered its psr- 

loaus, it is provided, by the situation of which it 
complains, with an e-Vccllon I opportun ify for fi t I ; lthj I n <;■ 
its capital requirements in 11 more solid way and con- 
verting the "i.ienr" bank credit info cheap long-tfrni 
credit by increasing its capital stock. So far as 
periodic I em [>ont ry capi lal reipai :-emen1s are concerned, 
it is (jucstioiiab-c whether indu.-.dry is seriously vulner- 
able in respect to the rise in short-term rates. "Where 
the capital requirements of a firm fluctuate, the 
deplored movement cd' interest rates changes the 
"'capital optimum, making it profitable to raise 
more capital at long-term. The com plaints of industry 

a J. M. Keynes i h >m:irk,',] mi Ike .■Lri:il'|i;uus .qitaiitcin ii> tl e 
U.S.A. in 1927-29 : "Thus, whilM short-money rates were very 



about credit bccun-jiug deaivj iin: thus directed only in 
appoiLiencu i.M':ii:]?i sine!-; I'Sfhniiu'i; credit; they are in 
reality directed ngainsf. corn fiel iiors in industry who 
have, acnes* to Ihn cheap Scr^-iorm capital. 

This judgment may seem to be unjustified to the 
extent that industry is not exclusivity composed of 
joinl-slnox companies for whom ulnne (ho way is open 
for obtaining capital on the seouriiies market. Aside 

financed by issues of securities and that single owrier- 

of raising cupital which corrcspi.ind to llio issuing of 
shares, viz., the taking on of new partners or members. 
■I> The moment is not always i'avoura b!e tor such firms to 
find new associates. At the time of the crisis or during 
the depression few people ivili lie intonated in putting 
their money into a private firm, but the same thing 



credit and industrial credit is nun -existent, and all 
„ that exists are different forms of industrial credit 
which have more or less drawing poweT at different 
t . times, it may he justifiable to look upon other classes 
of would-be borrowers as injured. This may upply in 
particular to agriculture. It is a. fact Hi at agricultural 
lt credit becomes dearer in times when there is an active 
' interest in industrial securities. Agriculture's com- 
petitor for credit is industry and not "stock exchange 
speculation." 
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38. Tiere is another problem which is both 
T and wider than the question of the efiect of 
slock exdia.ni;.; lu.iru ..in the interest rate. This is the 
question of the effect of stock exchange loans on the Stock 
lending capacity of the hanks. It has sometimes been ",',ii' : .< 
presumed tha.l slock exchange loam decreased the V ' l-'Vu'. 
lending capacity of the hank- hniii absolutely ami cii» in- of 
relatively. So far as concerns loans to brokers from ' 
other sources than the banks, this view of (lie 
diminished lending capacity of the hanks is the reverse 
of the truth. The loans "on account of others," which 
could be made by the banks in the U.S. prior to 1933, 
reduced the direct loans and the demand deposits of the 
liaiik.i and thus inoreii-nd their excess iv-crves.' 1 To be 
sure the banks had to be careful since they knew that 
I hey in LL.it be prepared 10 step in :md cv.tend credit to 
brokers no Uicir own account in case the ''other" 
lenders should demand repayment of their loans. In 
this sense the loans to brokers by "others" released Iflsnsby 
less bank credit tlian would ol henvise have In m in. , ■ 



credit. Benjamin I 
rightly, that: "An ino 
of whatever kind, wlie 



bank 



s-mcEfir.niKF.T, tniiiii'f ami capital formation 



else increase lis doposiis, which again reduce.' the ralio 
of reserves In deposits, iljuuijl] nt n less rapid rate.'" 

So fur as 1 knew, it ivjs never denied that loans tu 
bickers diaiin islied ilia capacity oi ILe bunks to grant 
other loans. It would, however, be wrong to infer 
that lending to the stock exchange deprives industry 

credit is really industrial credit. Strangely enough, 
B. M. Anderson was numbered among the adherents of 
the hypothesis of capital absorption by the stock 
exchange. 8 What Anderson really said when he made 
the above remark was, however, nothing more than 
that a loan wliieh has already been granted (e.g., to 
industry in Ihe form of stuck csi-bti njre credit) dee:', 
nf course, dnerease tile bunks' capacity 10 irranl, farther 



10U. Does rbe stock exchange eause credit to be 
dearer? This question, we havo seen, has little point. 
The securities exchange is a part of the credit market; 
it is the market (or credit which is long-term in 
gloit character but can be easily realized. Is it possible 

eiuJisnge that the existence o:' a madid can increase the price 
mä«!™? u£ the thin £ that is traded on that market? It is easy 
tmyrJrt t „ 3e e that every increase in the supply of credit on this 

del'™- cular kind of credit that is traded on it, and^t is 
W equally clear that if the total supply of credit remains 

nni-haügTd the ereilit dealt with on the other parts 
of the market must become dearer. Direct credit thus 
usually tends to become dearer as a result, nf the com- 
petition of 1 he security form ot credit when the fnrmer 
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has been cheaper than lh« latter; this may be explained ami, thus, 
in terms of the tendency of the inletcst vaies- on the l.-,",,','"^, 
two partial markets to approach each other, and we k* tw ™ jj"> 
refer ti> this as tin: closing.' up r>f the gap between long- MU6 
term and short-term credit. It is one of the many " ltFr ™ t 
paradoxes of throe ivlio are responsible for framing 
economic policy thai, they strive to obtain a diminu- 
tion or a remnval of the gap in in'crcst. rail's mi long- 
and short-term money re'spec lively and at- the same 
time complain ot Ulk increase in the price of short- 
term money which often is the necessary consequence 
of this process. 

The gap between the (low) rate on the money market T>io S «|> 
and the (high) rate on the capital market may in N 'i;i, j,,, 
principle have three causes: iTowerabort 

1. The appearance of an increased demand for long- J™|™ l ,' M . ( 
term capital wbioli tends Io raise the rate on the capital to- 
market. Such a demand for cisyiiiul iinds cpress-ioti . 
in a new security issue or in the unloading of unsold 'I ;',)'! 
holdings of previous- issues. The increase in the rate i.^-icrta 
of interest on the capital market appears in the form tun,li;— 
ot a decline in security prices. 

3, The wilhotding of the capital supply from long ortoluct- 

term investments {following a crisis) which raises the ['™:'.\"°,|,!"'' : '"" 
rate in the capital market and lowers the rate on the invest- 
money market. 

3. The appearance of an increased -.apply ui short- —or hi 
term capital which, causes the money market rate to jj^jjjj^^] 
fall. short- twin 

In all these cases, sooner or later, a movement 
towards equilibrium will set in, tending to wipe out 
the difference. The increase in the price of direct 
bank credit through an increased volume of funds 
going to the stock exchange is in every easi: an essential 
element in this equilibrating movement. 



ket will cease. Th< 
market rate anrl rea! 
ise of the tendency foi 




allows the cumulative upswing to attain such a speed 

which would come to an end with the decline in the 
capital market rate (i.e., with the increase in security 
prk-csl anrl the rise in the money market rate: instead 
of this it develops into a boom with excessive financial 
arid real investment. The capital market rate (i.e., 
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real y initio j is pressed down, by the feverish eipecta- 
tiona of further rises sn security prices, and the money 
market mir is driven up by the demands for credit, for 
the excessive extension of production. True, it is the 
Stock exchange on which the producers' demand for 

bank credit can become so mnch dearer has to go back 
to the fact that bank credit has originally been too 

e.isy. Stock exchange eledit ilr.es rml. hen; piny the ride 
■i! tile ultimate cause. 



CHAPTER XVII 



CONCLUSIONS 

110. An evaluation at the results of (rar investiga- 
tions may be facilitated by an ulj.il raci. in catalogue 
furm. The critic of thij b»f>lc should, Im never, not lie 
lempled by tit<.:h a handy digest to save time "by skip- 
ping the first Hmeen cliiipiors ;ir:d to loni". hi- opinion 
on the basis of the abstract. It is only intended to 
provide I lie leader who lms slr'Uffgled Ins way through 

15 the pages of this hook with a "docket" which contains 
(iie shortest possible (and 'le.m'C inexact! formulation 
of those of our theses which deviate from accepted 
doctrine or constitute controversial issues. Moreover, 
we include only those theses which are relevant to the 
general attitude toward the problems of the stock 
market, credit and capital formation ; that ia to say, 
we include only theses which may have practical- 
political siLnuli canoe rattier than theses which consti- 
tute "intermediate products" of theoretical analysis, 
whatever may be their significance as instruments for 
arriving iit rlefinite findings. 

111. 1. An investment of money capital which 
liquidates a previous investment, of another person 

2-. Consumption of profits and of liquidated invest- 
ments may lie at tke expense of new capital formation, 
lai'nci than at the expense of the old investment. 

3. Money capital is "absorbed" where real invest- 
ment takes place, i.e., where capital goods are pro- 
duced. Not only the proceeds from sales of new 



4. Money capital may go into real investment, into 
oaTisitniptiuu, inrij hoards (and nfi- ilai in n of iiiimfTi 
or itito a chain of interpersonal transfers. 

6. No additional. oinney capital ia needed for a rise 
m 6ccui'ily pricea. 

6. Higher security prices, sometimes a symptom of 
an Increased supply <>f invcstible funds, cull fortli 
issues of new securities and sales of old securities by 
industrial producers. 

7. Abundant funds, especially those of inflationary 
origin, may not find ready outlets in real inveslnieia. 

8. Extensive and lasting stock ■■speculation by the 
generul public thrives only on abundant credit, 

9. Losses by stork-market speculators cons! Rule no 
real capital losses to society. 

10. An increase in stock-exchange turnover need 
not involve .an increase in the demand for money on 
the part of stock -ex change members or of traders 
holding current accounts with stock - exchange 
members; the clearing mechanism may obviate any 
increase in payments. 

11. Clearing balances need not be higher in times 
of high or rising- slock prices or turnover than in 
limes nl [ovr or falling itock prices or turnover. Clear- 
ing balances rise because of an nneven di.-il i iIhii io:. 
of selling and buying among different brokers. 

IS. An increase in clearing balances can be settled 
without an increase in brokers' bank balances through 
a faster turnover of existing volnrr.es ol hunk balances 
and bank loans. 

13. Customers' brokerage deposits function in boom 
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times as a peculiar type of "money" for the speculat- 
ing public. 

14. If speculators who sell ask for cheques from 
their brokers, and send cheques for their new pur- 
chases, hank deposits are tied up. However, wide- 
spread trading by the general public, involving long 
chains of cheque transactions, develops only in times 
of credit inflation. 

15. A continual rise of stock prices cannot be 
i^phiim.'d by improved conditions of production or 
hy increased voluntary savings, but only by an 
intbrmnury i; red it. supply. 

16. The volume of brokers' loans tells us nothing 
about the amount of fundi that have flowed onto the 
stock exchange. Brokers' loans are increased through 
an excess of customers' withdrawals over new deposits 
of funds. 

17. Rising stock prices may lead to an increase in 
brokers' loans through induced withdrawals of profits 
and proceeds. 

18. Brokers' loans rise also when sellers withdraw 
funds in order to loan them to brokers. The sum 
total of brukers' loans may be a multiple of the funds 
actually involved. 

19. If the seller lends, via the broker, to the buyer, 
brokers' loans rise without requiring ;iny funds or 
any bank credits. Brokers' loans can be rapidly 
liquidated if call-money lenders buy securities from 
margin debtors. 

20. Brokers' loans which constitute credits by the 
seller to the buyer represent no funds which anybody 
might have used for anything else ; neither the seller 
nor the borrower has liquid funds. 

21. Bearish sellers may keep n liquid position not 

890 



CONCLUSIONS 



only hy holding idle tile balances received from bullish 
buyers but also by holding call-money claims. Large 
brokers' Inane do not reflect idle funds. 

22. Cupital gains are not money income to society 
and do not constitute investible funds. 

23. Any decrease i ,! i- : c eltcclivo supply of money 
capital is likely to cause disturbance- in l.iie prtiduc- 
tion process. 

24. An inflated rate of investment can protiuUv In- 
maintained only with a steady or increasing rate of 
credit expansion. A set-back is likely to occur when 
credit expansion stops. 

25. A "crasli-pMHif" distribution of expanded oicnit 
i- impndiühle. ISo;b producer*' credit and 

lead in major rlisliiriiiüices. A price-stabilizing credit 
expansion may iiustabitizc ilie production structure. 

26. Credit inflation is "healthy" if it compensates 
for deflation through current net hoarding, or for 
an increase in the number of holders of cash halanc.es 
or in the number of "stopping-stations" in the money 
flow. 

21. The use of credit for financing working capital 
does not assure "self-liquidation" or liquidation free 
of db:iu:bunce. For the economy as a whole circulal- 

and, if the volume oi production is to be maintained, 

28. (Seasonal fluctuation- ;ti the producers' capital 
demands are not manifestations of flnctualins.' capital 
roiiuiretnents of the economy. The fluctuations came 
into being when temporarily liquid surplus cash 
balances were put to use. 

29. Surplus cash balances in times of seasonally low 
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inventories need not reflect seasonal unemployment 
nf productive resources. The transition to a system 
of loaning out these temporary surplus funds may have 
inflationary effects. 

30. Business surplus balances due to reduced pro- 
duction, am! consume)?' surplus balances due to 
postponed consumption, if loaned out, represent 
genuine "transfer credit," whereas surplus balances 
(hit in regular pulsations in the money flow, if loaned 
out, act like "created credit." 

■11 . Credit loaned out of surplus cash balances may 
make for monthly and seasonal easing and tightening 
of the money market. 

32. The start of a general business upswing can be 
financed out of surplus cash balances without an 
expansion of bank credit. The temporary surplus cash 
bal.iii'va, dishoLirded at the beginning of the upswing, 
are set free again when the crisis is liquidated; they 
are then disposable for another upturn. 

33. New short-term credits usually involve long- 
term investments for the economy as a whole. The 
banker cannot know the indirect uses of the funds 
which he lends. Careful selection of borrowers may 
protect the banker from losses but not the economy 
from immobilization. 

34. The effect of a certain amount of bank loans 
may lie ilie «iiiie whether they are jjivcn as stock- 
esohange credits or as direct commercial credits to 
industry. Qualitative credit control is effective only 
if it involves quantitative control. 

35. If bank reserves are controlled by the monetary 
authorities, credit inflation should not be attributed 
to the stock-exchange boom. However, margin regula- 
tions may be an effective means of checking the 
expansion . 



oheaper capital for industry. It is not the stock 
market which competes with industry for funds, but 
rather industrial long-term credit which competes with 
industrial short-terin credit. 

31. The flow of money-market funds to securities 
markets may close the gap between long-term and 
short-term rates. If the fundi spring from inflationary 
sources, a cumulative movement may emerge which 
can drive money-market rates above lung-term rates. 

112. The theses stated above were not, I repeat, 

selected beCiluS!' 1 CO), die red lh lie r eprc.en lau ■■■>( 

result.! oi my analysis. My object was to stress here 
those issues which a practical banker or politician 
might find interesting. Practical men are often 
sceptical nt Iheorelical analysis. "That may be ail 
right in theory, but is it true in practice? ", is one 
of their queries. And when they are assured that 
theory tries to explain things of the" real world, another 
doubt arises concerning the value of the results of 
analysis: "That may all be so, but what does it 
teach usP How does it help usf" 

The practical man in inclined to regard sei cntiSc 
findings as valuable only if they are an aid to the 
I'onualaUun of definite plans of conduct, definite 
policies. Ti is usually ioryol Icn that tlic :i n Ji-^gj of 
analysis cannot he instrumental in desinjiing policies 
before the eads ;tnd goals, in iiic order oi th^ir relative 
importance, are decided upon. It is utterly useless, 
for example, lo try 10 devise a policy oi' eoiiimlling 
st.!>' i;-c.\ eh; i ll'c credit before it is clear whether it 
is considered move important to avoid cyclic. il fluctua- 
tions in industry or to strive toward full industrial 
employment, or to save the public from losses through 
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leculation or to secure cheap agricultural credit, or 
hat not. Insight into the economics of the stock 
nehange will be needed for any of those policies, but 
:onomics alone cannot decide which policy is "the 



to find out whether two or more of the "desired ends" 
are JiiUv compatible with one another or whether they 
are alternatives between which we have to choose 
or, perhaps, whether they can all be accomplished 
. only to a limited degree, forcing-us to relinquish some 
part of one in order to obtain more of another. 
Problems oi Ulh surt .ire highiv coruroversial. How 
much "stability" do we have to forgo in order to 
have more "progress" P How much "recovery" can 
we create without risking too great a relapse? Many 
of the assumptions necessary for analysing these 
problems arc of a nolilica] nature, and many points of 
a jiredoininanllv .ofiiiornJ character become unavoid- 



precedenee. Years of economic stagnation changed 
TBdit the general attitude. To overcome the stagnation by 

all possible means became the objective, with the 
■3 « prevention of possible future set-backs as a minor Con- 
ans? sideration. Any policy of credit control, qualitative 

or quantitative, can, of course, be advocated and 

evaluated only as a part of the general policy toward 

113. The dogma that one can avoid the downswing 
thai only by avoiding the upswing, which was widely held 
'J a few years ago, has recently fallen into disrepute. I 
lv l» still hold to that idea, not as a dogma, but as a 
J? y statement of an extremely high "probability value." 
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CONCLUSIONS 

I believe that tlie upswing breeds a host of dispro- 
portion alities in the production and price structure, 
which turn out to he untenable and result in a 

To hold (his view is uol cpii-aic-nt. (u upholding the 
postulate that an upswing ought tu lit; a vol: lei! Lit 

all coals. Such a postulate would appear to be sensible 
only if there were another way of improving depressed 

moot likely include tiwt reductions an a remedy for ,.^ tlK .„\y 
maladjustment, it ha* been termed the "denationarj ™ _ |''> * 
route" toward re-employment. If one believes thai soonomlc 
route to be impassable for institutional or political l, "" dl """ a - 
reasons, or to he too stony and strenuous and unduly 
painful, one may take the position that the "inflation- 
ary route" is jireferalih; in spile of lis ups and downs. 
(Professor Köphe once contrasted the "sadistic trade "Sadistic" 
cycle theory" with the "frivolous trade cycle theory" : I^friJU™" 
the former recommending painful t:osl. reductions with- J^*.°J cl0 
out considering the solution through public loan 
expenditures, the latter recommend ing irem-rmis public 
spending without considering the solution through cost 
adjustments.) 

Those who believe, on the one hand, that distortions Timm who 
in (he production set-up are likely to result from credit Jjjjjjjjjfl^ 01 * 
expansion, and on the other hand, that cost reductions «n;i prtioaoy 
would be both politically feasible and economically «doouons 
effective, would clearly oppose any inflationary j^'^ jn 
policies. They would resist credit expansion whether anj iorm. 
it were demanded for the s;ikn of hlalnli/ing prices in 
a progressive economy, or for the sake of furthering 
production in a. stagnating economy, or for the sake 
of pushing consumption or stimulating investment, or 
creating employment. Indeed, they would have to 
U'o further than the staunchest anti-inflationists, and 
suppress those merely momentary expansions of bank 
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credit on days oi' massed payments, because these bank 
loans might support an expansion of loans out of 
existing surplus cash balances. 1 

114. It is hardly possible to devise, even in pure 
theory, a system, which completely excludes all and 
i every expansion of credit. The claims that a system 
of free hanking would, in the long run, he less con- 
ducive to credit creation than a central reserve system, 
do not seem, to be acceptable. The claims that a 
system of absolutely fixed, or rigidly managed, volumes 
of note and cheque deposit circulation would abolish 
all inflationary possibilities, are not tenable either; 
they are, to say the least, exaggerated. If, therefore, 
such radical reforms as the introduction of the 100% 
plan cannot guarantee full success in this respect, 1 
we shall have to content ourselves with the discrete 
exercise of I lis existing powers of monetary n 



Mo.cU.ry Perfect monetary control would require perfect 

foresight. Short of this, monetary management needs 

stock-exchange transactions^ of stock prices and of 
stock-ex change credits is, I believe, of major imports 
ance, and can furnish significant clues for intelligent 
Sto.'k- monetary management. In point of fact, the central 

,^,:,'k'v' : baiiluii:; authorities in various countrios have been 

ST;™-!** stul 'j'"'S tneBe records intently, especially since the- 
° S " "' middle of the twenties, and, relying on certain partly 
erroneous interpretations of their data, they were at 
times led to take more or less drastic action against 
stock-exchange credits. These actions and official 
charges and attacks against the stock exchange have 
evoked reactions on the side of "defenders" of the 



sl.oel; market. .1» these quarters, .?uppoKed by recog- 
nised authorities in the field, it was held that it 
was none of the central banks' business to watch, or, 
much less, to try to control, the stuck exchange or 
stock-exchange credits. 

Many of the arguments against the intervention of 

of the central authorities towards the excessive volume '"' e ''~ 
of stock-exchange credit was certainly justified. The 
official view that the stock exchange with its demand 
for credit was a ilangcrnu» conspetiior of trade and 
industry was, of course, untenable. And Itie official 
view that stock- exchange credit should be restricted 
but that, at the same time, credit in other form? 
should be allowed 10 expand, was wide open to 
criticism. But so much is certain that the volume 
of stock-exchange credits must not be ignored ; it is 
important both per le and as a-part of the total —but the 
volume of bank loans. The volume of loan, in con- " 

valuable guide of credit policy. 

The days when gold movements could be held to 
be the one and only guide of monetary management <oiH^.„l 
are definitely gone. Other indices iiuve been accepted, "ia'tro!?™ 
or proposed, as "assistant guides" or even as chief jj^'ji™ 1 ^ 
guides. Their sensitiveness with respect to movements "inflation." 
beyond the '"aero point ot inflation" varies with 
changing circumstances — unless one defines Ilie y.ero 
point of inflation in terms of one of the indices (such 
as a certain price level or level of employment). If 
net inflation is defined as an expansion of the volume 
of money (and money submit ulusj in excess of spon- 
taneous net hoarding, and of requirements arising 
from an increased cr.clücienl of money traiiHaotions 
(e.g., more stopipinir-staiioni in the money flow), then 



it is impossible to rely on any simple indes that might 
work as an "inflatiometer." s 
öow™**- (j 0 ia movements have never beer, a good guide in 
that respect. Whenever expansion took plate at a 
fairly even pace in all of the various gold standard 
countries, there would be no international gold move- 
— fur. igu ments to indicate that expansion. The foreign 
rates-- exchange market, though more sensitive than the gold 

flow, would likewise fail to record "parallel inflations" 
hi 'i'T'rif 111 r ' le var ' UU3 cuMitr'iea. The commodity market and, 
levels- in particular, the level of commodity prices, the most 
popular guide, fails to function as such, that ia to 
say, fails to record credit inflation, when production 
techniques, or the productivity of resources, change — 
majfLiito as they do almost continuously. The securities 
[nSa,"» market, however, and in particular the level of 
ngigtnredby SBCUr % prices, would be likely to respond to an 
inflationary use of credit even when all the other 
levels indices failed to respond.* 

The movement of the level of security prices would 
he indicative of inflation and deflation not per se but 
only in conjunction with other circumstances. 
Baamtv Changes in the volume of stock-exchange credit would 
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have to be watched together with tbe movement oi ai 
security prices and, moreover, together with the j" 
volume of security issues. The volume of security 
issues, however, may rise merely through flotations 
by investment trusts and holding companies without 
iv funds going to ii 



industry, 



tie stock 



if i) 



a upwi 
sense defined 



inflation. Tat, if all of these indie* 
tor down ward) movement, the pn 
strong (hut iuflation (or deflation] ii 
is taking place, even if the level of commodity price? 
does not show the least upward (or downwiinl) 
tendency. 

115. To regard stock-market data as an importanl 
guide of credit, control is one thing; it is quit* another 
thing to regard the stock market as an appropriate 
working point for credit control. One may accept Tbc sti 
the barometer-function of stock-market activity and "Jjjy 'J 
yet prefer general discount policy, open-market policy lidered 
and other measures affecting the excess reserves of g *"* i ! 
commercial banks u the best means, of credit control. 
On tbe other hand, one may belittle the stock market 
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jruid« am! yet accept disc: 
; i! ,i l l.l ]i sn> credit, margin regulations, and C' 



'compa>;" und a good " 



lides and other mechanisms of control. This has 
ist been made clear with reaped to the guide 
motion. As to the efficacy of credit control through 
eurities-exchange control, it was pointed out in the 
-Brious chapters of this book that much depended 
l the degree of co-ordination between the part iciiluj- 



policy. Yet the system now adopted in th B J üni 



inndatio 



the stock market than were at their disposal in the 
The f resent past. On the one hand, margin regulation* can 
l"mii- i'Leui "'duc.e the Imyiny oi se cirri lies with borrowed funds 
to be effect., and, on the other hand, control over the issuing of 

sry St mucins demand for these funds. This two-handed control 
inJui'^r' ought to be capable of preventing inflationary financing 
of private industry as long as the monetary authori- 
ties care to do so. 

The inflation ;u-y fliiiini'.ii:^ nt the public budget is 



MHtM Bfwimuc iicvini; Vol. XXV, I.ÜJ5, appears to accepr 
th functions. Cf. p. 21 s "More effective control of stock-market 
■ liit is necessary for :i:jf;r,.'sr. r.1;il-.:.;-y. AoVqv.r.:c control may be 
erased over supply of funds only by making stock-market 
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THE MOVEMENTS IN LV.IHiER Ii.U,A\CH3 OF BANKS 
AND BKOKEKS ARISING OUT OF STOCK- 
EXCHANGE OPERATIONS 

The five illustrations in Chapter VII are followed up 
hum in the form of daily movements of ledger halum™. 
Thf essential items in the balance sheets, of hanks and 
brokers at- the outset are the fallowing : 

All bantu All brokers 



Cftib (renerve Daraud dapoaita Cash {bunk ' Customers' deposits 




Only the changes in these itcTts. as resulting from the 
Opc-Mitions c|-stusiei.l in ihi! lext, will iia stnjivn here. The 
various customers will be denoted by the letters A, B, C, 
Ac, their brokers by A 1 , B 1 , C», Ac. 








Ci:nh.irTM^' d.'p.j^[>H 
(A)- 19,506 






(B)+ 19,500 
T.or-ii'H fi.Tii ;iiinli^ 






<A')+19,S0O 
1B^) - 19,ii00 



Thursday 

All banks All brokers 


(Bi) +S 
Fntlay 


Uemand deuontt Customers' deposits 
«nks All broken 


Ixmni to brokers 
(IS 1 ) +12,000 
(C')-13,000 

\ft chiunj 


s /or (it niÄoZe iMf* 


l^snsYrom'Ciiks 
(ßl| • 12,000 
(C'j - 12J100 


l,:nr:i In l.riikor- 
- 12,300 

Tuesday 


Uumand deposits 
- 12,500 

Second Illustration (p. 103) 
auks All b 


Customers' dppopita 

+ 12,300 
Loans from banks 


Lnans to hrokora Loans to cuptomai-s 
[b>)-!o,'o00 

Wednesday 

All banks AU Iw 


Uustomprp' dfipoaiLa 
(B)+ 10,000 

1™ ) +10, ooo 8 
IB')- 10,000 


\. :„;>■ ■- l.:h li:..k.':\- 1 l.::]isml deposits 
(B'H-5000 ! (B) + 5000 

Thursday 

All b»nk» AU hi 


Customers' deposits 
(B)-5000 

(B't + 5000 


Loans to hroksrs 
(B'l+8000 

(C 1 ) - aow 
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(BJ-BOOO 1 ™' 1 * 

(q+aooo 

Ijoan* from bauks 
(li'J + SOOO 
(O)-SOOO 



Net changes for the whole week 
AU buk. 



Third illxtsiralion, (p. 1119) 



: V, ; U.YUOil 
in-j ■ n.uu'i 



fouriA ülustralion (p. 117) 



[B')-I<M»oS 
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changes for the whole week 



Fifth Illustration (p. 123) 
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THE CIRCULATION OF BROKERAGE DEPOSITS 

Broker ago deposits are the credit balances held with 
s<ockbiu!,eis by ciiftomeri. These balances constitute a 
srietnil wit. i.i f "money," i.ho (piiLnl.ily (if which imrensef 
eUsLniuly in Limes <if hemy s;o;i-t»n;hange tradings. It? 
v,;liH-.ily el ciicnUir.ioii is i:jpaiiic of rising oitrernely high. 

This "money" is held bv ilic brokers' eu-tomcis chiefly 
on account of the "transiii.-iioiis muiive," (hat is to say, 
I he recipients of such money, sellers of securities, ;;ro going 
to disburse iL currently i-s buyers at other securities: ilii- 
money may bo held also on account of tho "specibitivc 
raotiie," that is lo say, the reci|iien;s uf such money may 
be holding it until security prices have fallen. However, 

"spei/uhitivo motive" are normally not large, because the 



ock eschange, the higher will be the "reserve ratio." 

■okerago balances a™ low. while the brokers' bank 

ay approach 100%^ In time's of a large volume of stock 

rokers' balances with kinks reerl r.cl he much increased : 

Brokerage deposits do mil pluy (be conspicuous role in 
iE brokers' statements that is played by bank deposits 



in the banks' statements. The other liabilities of the 
niokers (their partners 1 capital und loans from ba-ks 
ami others) are usually much higher than the credit 
haianees- of iheir customers; after all, brokers are not 
bankers. This c.ircum-l.imce does not do sway with the 
äicni:icant facts (I) that the brokerage deposits con rise 
wiihmit a mrreanondinc rise in the brokers' bank deposits, 
which implies that, bunk funds arc released, and (2) that 
the brokerage deposits can circulate with high vcloci'.y, 
whkh implies that they fur.elion as. circulating media 
between purchasers and snllers of securities. 

How BitoHERAai; Deposits Rise thiiuuoh Pbimart 
Deposits 

If a customer deposits an amount with his broker, the 
bank deposit of the eusi.rauer beiainies a haak diipns.it of 
a broker. If brokers do not need increased "cash.' 1 trey 
repay part of their indebtedness to the banks. Tina is 
illustrated by these accounts— 





Apart from clearin:; balances between brokers, end bo 
long as stork transactions take place between brokers' 
customers who do not withdraw their deposits except, for 
the puip:ise of Imyiiirr other securities, one. can say no 
other sorts of money than brokerage deposits lire involved 
in the transactions. 

The brokerage denosit. decline if a depositor, usually a 
sell iir of stocks, withdraws from the steck market. In this 
case the eiact contrary "f "hat was illustrated above will 
take place. The bank loan obtained by the broker will 
!>ivo ehe to a bank deposit of the. customer who has 
withdrawn. 

How Brokeihob Dtiposits Risr Through Bhokehb' 
LBNDiwa 

If E customer buys securities on miiri-in and the Eeller 
docs not withdraw the sales proceeds from the stock 
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largin buyer will borrow, the broker 
pay a bank loan. The net result is 




One might Gay that, in the end, it ie the Geller who 

his brokerage deposit. Tat such a statement would bo 
misleading because the seller may have used bis brokerage 
deposit on the very nest day to purchase other securities, 

power for buying other securities - thus nn iiarlinshir 
depositor may act as "lender." As long as nobody with- 
draws from the stock exchange, tho brokers' lending to 
the jiiüi-jriii büj-er has "created" brokerage deposits which 
function es the customers' money tor further transactions. 

The brokerage deposits decline if a seller of stocks uses 
bis pm.stida to reduce his margin debt to the broker. In 
this case the contrary of what was shown by the last 
illustration occurs. 



Brokerage deposits are tirral:il.:ng iiiiidin for security 
-.. □- : l ri ~ ^ u ■ 7 i i j r i ~ bemeer. I.he brokers' rLisromors. Brokerage 
ik'fioilM fj.imo into existence (1) through deposits of bank 
money and (2) through lending by brokers. In tho former 
case bank funds are released anil the lending capacity of 
hanks is increased ; in the latter case bank funds are 
not involved. In neither cute, thereiure, dees an increase 
in brokerage deposits diminish the landing capacity of 
thy bunks: in neither c:ise does it affect she bunks' reserve 
ha'.imics and. thus, the potential volume of bank deposits. 
An increase in brokerage deposits may, thus, be regarded 
as a net increase in the supply of money for the specific 
purpose of securities transactions. 
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APPENDIX C 



STATISTICAL N ARE ATI VE FOB THE UNITED 
STATES 



Natre interpretations have led to conclusions which prove 
untenable on closor inspection. 

The only statistic which can be produced to show 
tonal:? "funds fonne L .L*(i wjth security transactions" are 
(he x-'utistirs un hrtiirrs' lotis-i. It is, of eo-.nee, a purely 
arbitrary procedure, lo a'laili much si^n i f:.- n,"p- to these 
(lata because the fur:. is dctuallv empluved for security 
purchases may be a fraction or a multiple of the figure 
cf brokers' leans. We ha.e no licuie of Ihe amount of 
their own fur.dä which seeurilv buyers applied, to security, 
purchases: v,-e have no fiffuce cf I fie fi.nCs whkll lliey 



previous sales of other kinds of assets, and how much ware 

As to the fund* ivhieh security buyors borrow from the 
banks directly, i.e., not thr:nijh *.h*i? Iirckera, one might 
choose to take the statistirs cf sernrily limns uf banks. 
linivcver, these loan' on securities as collateral need not be 



.■jToi; Ii 11.41! liET, LltUDT'V .4SI) CAl'iTAT. V0KMA.TION 



used by the borrowers for purchases o: 


securities. It is 


■rsiiaraUv kuuwn that a largo part of c 




made to commercial borrowers for busin 


sB*pur poses. But 


«■hat parti There is no use guessing. 






nwlUteraMoa 1 ™ 








on is undoubtedly 


shifting in the course of time, both weal 


rly and cyclically. 


As I am ignorant of the portion chüt i 


used for security 




lore the statistics 


of the security loans of bank/ 




stock exchange cannot be doubted, the si 





stock eschange cannot be doubted, the statistics of brokers' 
ho,-,-,,,,-;,,.,,;, r'rem lUiS f/j 1937 are shown in Table 1- This 
bible contains l.lm borrowings ot New York Slook Ii*,],!!]:-,* 
memberB only, hut the Inn rowmirs of brokers on the minor 
stock e -ich mures in tile l.'r.ited Slates would not increase 
the iisrures ■■erv considerably. 



It was the phenomenal rise of the New York brokers' 
borrowings irom oil!) million dollars in September. 1'i'Jf., 
to K. r i49 -.illi. in dollars in September, 1S2M. which iiru tight 
the subject of stock- c-.\r.hange credit into the limelight, it 
v.- iui ihese Statistical scries which *ere bei iei-ed lo inform 
US about the aljrmULg : 'al>soipticn" of cveilit by Uli* si.ock 
exchange. 

'I'ho dam on brokers' borrowings iira reported by the 
Xew York Stock. llvH ange. Separate figure are sivill fur 
borrowings from New York City banks and trust, com- 
panies, and for borrowings from other sources. These 

others than New York City bents is unknown ; the New 
York Stuck !■:>:(■ Iinngc. has 'information from its members 
on the "total of money loaned in firm name exclusive 
of money loaned as agent of others" only from 1932 
onwards. Assmnii.i.- licit this m:met was Loaned bv brokers 
{directly or indirectly) to other brokers, the figures 
published heir, (with the kind permission of the New York 
S'.oc.k T'-ichsnjcj in Table II may bo liken as renresenln- 
tive of the volume of inter-hroker- loans from 1332 to 1935. 
Those finite, in-i! rcLtiveiv small; the money loaned out 
by brokers was (in September, 1835) as little as Ai% 
and (in August, 1932) no more than 6.78% of the brokers' 
bo- von i ii it*. Whctl'i-r inter In-i.ker icaris were an cquslly 
insignificant (or still less* significant) part of brokers' 
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borrowings during the boom years cannot be ascertained, 
though it Foertu ;>:oba!j]r» I'm];] deducT i ve reasoning. 

Table 1 docs not tell whether the brokers' hcrrowjn:; 
from the New Toils City banks were loans on these banks' 
own or on others' account. This information is given ir, 
:lie Kii.riiiiks of brokers' loans of .\t. York City oanks 
[■ublished by ihn Kederai Itaserve. Bonn]. Because of a 



:ks ami trust companies not members of the Keecrve." 1 
Jntil 1335 New York (Jiry banks, made three classes of 
as to brokers : loans on account of bunks outside of 
x York City, i.e., they acied as agents for out-of-town 
iks in placing funds of the latter on the New York 
money market; loans on account of others, i.e., they 
)d as agents for mm oi-.i-.k i n- linns in placing funds 

ipter VII of this book, reasons wer > advanced as to 



New York Steck Bschange Bulletin, August, 1930, 
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loans on account oi' others') is less warming. Between 
Sep Lumber, l!l'_>ii, und September, 1929, brokers' bums [or 
account oi nut oi'-iown banks rose from 1128 to 1850 
ni)ilio:i dollars, and brokers' loans for the New York 
member banks' own account rose from 974 to 1048 million 
dollars; herum iopjeiher they rose from 2102 to million 
dollars. 

The brokers' loans on account of others fell rapidly after 
iho crush of October, 1929. They fell by more than 50% 
within two months, and then declined Bteadily. In 1931 
thej amounted only to about 5% of the record volume; 
they were further reduced by a change in clearing 
house rules in November, 1931, and later outlawed by the 
Banking Act of 1933. The last million disappeared in 
May, 1935. 

The statistics of Tables I to IV refer only to New York 
brokers or N'cw York City bunks res oeclively. Figures 
ior the whole country are available in t.bt: statistics of 
"All Member flunks. " This information, m contrast to 



year. The statistics of brokers' lows by all number 
"from. 1928 to 193« is es veil m Table V. In order to 
a comparison of tho volume of brokers' loans with th< 
of all loans, and with the total of all loans and invest 
by member banks, the respective figures are rcprodui 
Table V, together with the calculated percentages. 

Tho comparison shows that the brokers' [nans bv m 
banks amounted to H.04% of all loans in Dece 

absolute fall o7 brokers' loans by banks (on theii 
account) and the rise of other bank loans during 
reduced the percentage to 10.79 on October 4, 1929 (' 
tho crash). Tho percentage was higher again in 193( 
began to fall onlv in 1931, reaching a low of 3. 
June, 1932. It was partly duo to tho fall in other 
loans, but mainly to a recovery of brokers' loans, th 
ratio of brokers' loans to nil loans rose again and eic 
10% in June, 1934, and from December, I93Ü, to 
1937. 

The general change in the composition of bank i 



i December, 1928, has not been approached at any 



From September, 19IU, 



*l-i-.4i li.inl; r.m.li :ri!iy be ii-ci! for KiiX'k-fyr l.iinge pur 
chases. We. have already referred to the security loans 
by banks, and might mention here that during the boom 
i -.i the twenties, security loans comprised up to 
30% of the banks' total loans and investments. 

In connexion with the statistics of brokers' loans it is 
appropriate to roprndurc tho statistics of the rates ektirgeit 
an stock exthfingt. call loam. Table VI furnishes these 
figures. We can see that the monthly average of call rates 
rose from 2% per annum in August, 1934— tha low of 
the twenties— to in March, 1S>"9. The low rate 

of 2% was reached again no later then in 1930. A new 
low was recorded in 1935 when the rate stayed for five 
months at .26%. From June, 1936, on, the rate was 
s apparently 



well be a multiple ot the funds actually so employed, 
bofnuMi rlio capital raised may not have been used for 
investment purposes at all. Apart from refunding opera- 
tion,, i li'wnv,..]> v i i :-!:■.] by to']. orations may have been used 
for purchasing assets from holders who may use lite pro- 
ceeds for absolutely anything— including rc>isnnmt ion, 
security purchases, ondi-£ out, nccmnulatm? idle balances 
or what not. Or the corporal inns Ihetuse'ves may use the 
funds for all these things, inrlnd ins; call loans to tho stock 
eichange which indirectly involve loans to the buyers of 
their securities; in this ease no funds flow either to the 
slovk market or to the issuing corporations (see- Chapter 
VII). 
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With Ulis fn-oviso Kb rajj nui lit* The stai-ktu/s nn ('/i:/iia! 
Istues. Table VII gives annual figures from 1922-39 of all 
notations of bonds and stocks, new and refunding, domestic 
and foreign, govern mum. ami iMirporate, Tna rise and fall 
<>f 'Jib total issues from 5119 million dollars in 1923, to 
11,013 million dollar in 192S, and to 106,3 million dollars 
in 1933 ie impressive enough; yet it is less impressive than 
the rise and fall in corporate stock issues from 570 million 
dollars in 192a, to 5924 million dollars in 11)39, and to 
20 million dollars in 1932, 

These securities were issues by industrial and by 




VIII, 



In this Table VIII the monthly figure a of new security 
iscj'i li>/ r.orpurations arc shown. It. is ■ ntm-osl i r.i.r ro sou 
that the now stock issues by financial uoiijora Lions nli:i:l-, 
uiuaUv amounted to only a small priv-nratm of tlx smck 
issues "of lion-finar.r.ial iTirporatxms H.iH% in 192l>. i). 
in 1927) iosu Bix.j-m.jus.lv in 1 92-: ami 1029 liii.iil !;, in lüä:- 
aml n2.^!% in 1929) am! inoV«] «-scrclcö the nun-financial 
issues in August and September, 1929, 

It is a common:. I, KT to .i.iic .Ina ;-nrfnn-:i-. i<ius aro likflv 
to issue new shares when they can sell them easily and 

of three-month moving averages. Table IX presents those 
series from [922 to I9Ö9. Thrre mnyithr. moving averages 
of the n.ew ,'fiues uf '■vn-firvnei'j,/ corpnra'ians lire 

shown with tho .•■■turk prise, huirj: ■ tlx result is ti n e> jieiiteii 
one : tho a nimm- of capitt' raised geliere Nv varies ilirci tly 
with stock prices. 

A chart showing these series in two curves might serve 
to demonstrate tho speed {or absence of lap) with which 
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the relative change in money capital raised might be 
«A|i]-esseil by ibc obi^iciry ill' demand fir money capital 
in terms of corporate shares. 

It can be argued that the demand for money capital in 
terms of shares is ostremely elastic, bat this cannot be 
proved by statistics. If the amounts of money capitel 
rainad are plotted along the abscissa, and the reciprocals 
of the stock price indei ahm» ihe ordinale, the scattered 
points in fact suggest Hie fovm of an nlnstH' ileiv.anrl curve 
■ — but to accept this as a proof is to overlook tlie fact 



X reproduces the figures on capital movements as contained 

1922-1938, The net movements of long-term capital do 

analysis or stock market analysis. Whereas net outflows 

net inflows were the order from 1931 on. The eiplana- 

field. Prosperity and depression, security market boom 
and slump, seem to affect not the direction but merely the 
volume of capital movements in both directions. Both 
inflow and outflow of long-term capital increased consider- 
ably from 1924 to 1328, decreased from 1929 to 1932, and 
innrrnsi'd apaln from 1934 re 1936. The eicess of outflow 
above inflow, or inflow above outflow, does not reveal any 
cyclical influences. 
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The net muvuiutrisjs of (hurt-term capital also resist 
interpretation in terms of cycle or stock market analysis. 
These movements tii ihoi-L uüiii balances due from and to 
foreign countries arc the resultants of bo many complex 
forces that a single-track relationship, or a correlation 
with any one factor, could not be eipccteil. 

None of the statistics diseussod so far has given us any 
clue or hint as to the problem of "absorption of funds" by 
security markets. Three tests would he necessary L<> prove 
or disprove the "absorption" hypothesis. As stock 



balances of private speculators and 
and firms) who switch the funds 
I themselves in repeated financial 



liable estimates can he said 

tirokerü' cash balances were found to be so trivial in rela- 
tion to the brokers' borrowings that to allege credit 
absorption in this form would have been almost ridiculous. 
One of these estimates hit upon an amount of about 
20 million dollars as the average of New York brokers' 
balinu'es from 1932 to 192G, i.e., at a time when the 
Now York broke-s" I,:, mm- in;.:-; auiriimred to between one 
and three and n half billion lif.ltara.* At cording to other 
findings the ratio of "cash in hunk" to "total borrowings" 
was 12. W;; in a representative case, checked by a number 
of other tests. 5 The same source estimated brokers' 
balances in September, 1929, at about 100 million dollars 
as compared with the 8549 million dollars borrowed by 

ä Jamal H. liters, .^„ituiofi™ W t.ht Monty tfmkel, p. 6. 



'■ nc 



van claimed at. tha ti 



ha™ been made to find some clues by studying changes in 
Um geographical distribution of deposits arid reserves. ■'' 
It was found that the rise in New York brokers' borrowings 
in soma periods was, and in other periods was not, accom- 

hetivee!: [he New York area and other regions. These 

Bank deposits may be kept idle or kept waiting tor further 

by New York holders. ^ Pr ° T " CIal b °' dS 8 

Information aboirl lirukers' f.nsh hnlnncr.s has been 
collared and published for recent years ifiiiie Sop-.embor. 
19SS, or.) l.iy die I'cd,..:,l Unserve Ho;ird. These figure; [ire 
reproduced in Table. XL The cash balances carried by 
brokers are higher [hau had lieen estimated for the 
twenties: they '"minute beu.een ]('.) and 2GH million 
dollars as .-citri ri :: r.i: with the 30 an.l lü'.J million dollars 
respectively i - t'-ic wimstps for the early ;;::d Into twenties. 
Were these estimate; loo low or do the brokers now carry 
much more rash than iomu 10 years afro I Probably both 
are true to soma extent. Among the seven.! reasons which 
might explain why brokers now hold higher hunk balanr.es 
than in the past, aro the stricter rules imposed hy super- 
vising authorities, and the low inonov rates. The latter 
make the cost of earning cash lower [ban the incon- 
venience of repaying and rearranging call loans. 



j.eriod ( We [■■! ember. l!i:(5. to July. IBS'!'}, but a period 

fall of "stock market Values. F Before "ny Comparisons 
between the various series are made it should, however, 
be emphasized that the absolute arid relative magnitudes 
luring this period were very .[liferent from those of the 
boom period in tlie twenties. In the period covered in 

»Calvin 1!. Hoover, "Brokers' Loans and Bank Deposits." 
f^irnal of Puhl:,;,: IW y Vol. XXXVII, pp. 713-727. 



of correlations. The ratio of cash to margin loans to 
oustomers villi,:,! frum to «.78%. The low was 

in August, 1937— when the margin leans were the third 
iiifrlr.-il ■ji the period — the high was in June, 1938— when 
margin loans were the second lowest. 

Thy ratio of bi-okiii-s' niisii u. rlmir bor vowi til's vii-ica. 
from u:,Z6% to 43.-1.3%. Again, the low was in August, 
1937, when borrowings were highest, the high in June, 

hypothesis that brokers' borrowings rise because of the 
brokers' increased demand for cssh bolsncca would have 
needed the reverse of these results for its support. 

The comparison of our ratios of cash to borrowings f) f 
between 10.38% and -.villi ratio of 2.2(4% 

estimated for autumn, KlM," is striking. Even if the 
cash balances in 1929 had been considerably higMi' than 

would still ha™ been extremely low. It seems thus mora 
iJie.ii obvious Liiat the considerable changes in brokers' 
demand for cash balances are neither cause nor effect of 
changes in the brokers' borrowings. 

Ths third ratio shown in Table XI is that of brokers' 

again wide fluctuations of this ratio ; !>■.-■ «wr, -tij.lV V, »urJ 
Ü9. :,!'%. The range of fluctuations seems relatively smaller 
than in the two other ratios, but this is only due to the 
arithmetic of the matter; in tho two other cases the 

brokors' borrowings respectively) were much larger than 
in tho third case (customers' deposits). The ratio of 
hrokars' cash to customers' deposits is f*> surprisingly high, 
■aA heraus- broker* an- in (lie habit or holding so high 



a See fuetnote 3 on pa^e 31fi. 
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met lie reduced when nislninera' deposits fall. Liko- 
the cash balances need not be increased when 
itomsrs' deposits rise. One may thus assume that the 
ios of cash to dcposi;.s weM; incomparably lower in the 
im period of the tiveniies, uhcu customers' deposits were 
doubtedlj very high. Un fortunately no figures are 
tilabla for that period. It seems, however, obvious that 
itomers' balances with broker^ mast la: higher when many 
itomers are engaged in continuous in-and-out trading, 
en it customers reinvest irriTnr-diii'.ely after each sale 
I have their credit balance en!;- for a short interval, the 
n total of trading accounts mint show a high credit 



to Table iX where the Standard Statistics stock price indoi 

The indices of brokers' tosh balances and of brokers' 
bur rowings were calculated from the original figure; con- 
tained ir. Table XI. The peak of the cash indei was 
139 ill April. liS.W, when the stock n-ue ir.de.! was onlv 
|ii9 (as iij-nin.il i-.s peak of 130 in Marth, 1937) and the 
iudex of borrowings was only 113 (cgaii'.s: ils peak of 
134 in August, 1937). Another high of the cash ind« 
was 137 in Ottober, 1!)K7, when both the in. lei of stock 
prices and the indei el" boiron i n:!s *eie low (91 and 85 
i-SHpeofii-eM ■mil. moreover, frill iris;. The eiieflicm:!t of 
concurieni di-U!iti.Mis from Si i,ie:nh : ..,. Mm, to July, 1939. 
was negative (r- .KS) for brokers' cash balances and 
stock prices, and was equally negative for brokers' 
fi'.sli balances and brokers' borrowinj 
1 321 
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increased business frei 



'>™J-(,-.' hr.nl W„..icf«. «»n. ol 1 (In- taloiihieii figures 
uf (his table siilTer, however, from so irrer^ralile Jefeei 
Wlulo u- a nations and settlements refer to jl period of 
tame i'mi>ni!is) : i^iisli balances, refer in a poioi. of time (end 
of months). Similar calculations (eg., of velocities of 
drcala. ion) usually adopt the method of comparing an 
iivi'vain' of daily ri;-ii lKdatlccs -..-'ill 1 1n- amounts Sriiniiaefod 
or settled during the period. Saudi a procedure was not 
l>nssi bio in our easo because the encl-o;r.he-ruo T i:h iiaaires 
of cash balances are the only one? avr.il :ihlo. To take an 
average between Iho cash balances of tlif) end of the month 
and those of the end of the preceding month seemed too 



During the period covered hy Tahlo XV the luifbeM 
volume of clearing li.dauces sell led hy cheque »vis 78.1 
million dollars, in .lanr.ary. Kloo; at the end of thai 



JThese figures suggest 
am indelilad to Prof est 



but s correlation. The cash balances ir. March, ISiöü, wero 
relatively tins lowest, with 2;!. l'J% c: the payments of the 
month and J. 31;;, 01 total transactions; tiie cash tetiseces 
in February, I :'.■!!•. uero relailvciv the liehest, ivith 76. 
«i flio payments ot rho mo:;Ih and 'jD.S4% of total trans- 
actions. IS scums iairlv obvious liiat Ilia charges in Iiis 
relativ? .-usL position a're rhieliv the rtflit of riuctuntiiii.' 
transaction vd .am- mid i nsensir i vr balances. ■ Wkl'i 

a cocllieicr.t. n( concurrent dewalions : j oltl Scplembcr. ISJJD, 
to June, 1939, of only +.45, the assumption of a correla- 
tion between brokers' cash t::!;iinB and security trans- 



mechanism, the latter would neglect the transactions that 
wem ofisct ihrouyh iln; dcaiinn procedure. Sirino "so are- 
used to expressing vcbu/lly as tin; number (if times a thing 
is turned over per year, the [uonihly figures of Table XV 
wero, for the eompu; il inn nf vebic'ries p,-r onism, multi- 
plied by 12. Tho loivest velocities during the period 
■ovemä were lö.b -v ii h reference to actual cheque pay- 
ments, and 55.3 with referenco fo Intal trim tactions. The 
hiirhesl. velocities were 51,9 and 224.8 respectively. 

It should be noted that neither of tho velocity figures 
that refer to brokers' cash balances are, in point, of "fart, 
descriptive of the stock e.scliaiigo sell lenient, mechanism, 
for the following reason. For the payment of clearing 
balances, brokers employ "bank funds" which are on 
iheir accounts neither at -he beginning nor at the close 
nf tho business day. The broker who has tfl pay an adverse 
.■learing bah. neu usually arranges a bank loan, in the 
course of the day, while the broker who receives payment 
for a favourable clearing ba'anro usually repays a bank 
loan before the close of business. No credit balances 

actions. Where brokers borrow or use their favourable 
clearing balances for paymenis io c'JS'omer*., it is again 
:-ot the brokers 'ihn carry a '.ash balance. 



us'.udlv rclcmj boroic irr- ncit ,biv. Similarly, if one bank 
lends and brokers' tuitointn obtain " derived " deposits 
with other banks, it is usual:;- only on iho reit day that 
these dopo-i'.s can be drawn ;ipon. For 'his reason all -near 
brokers' loa:is were said to be "absorbed" for one day. 
On t.ho basis of this notion n velocity of circulation nf 
'■sei-uriiv-lriLilirir funds" was calculated. Theso "security 
Hading funds" incluf.ieii brokers' cash balances (at the 
close of the diivt plus new brokers' loans (placed during; 
the day) plus new b inker.- 1 deposits of rei:cipts (deposed 
during ti,e day imi possiblv of/set by withdrawals)." 

The "socuritv-lrading funds" in the sense discussed 



circulation of thesis brokerage deposits without atly 
iiu:re:!sed paymcrils of clc:m!:£ balances between brokers, 
provided selling ami buying orders are more cconly distri- 
iiuled among brokers. It is also possible that a greatly 
increased voluble of s.'cilli' i:s rn;;y li: : b:ili! T ii! will] a gren'. 



■■■ ■ I :■ 



.'.-■etieosalirg hdsnci',] servic« lnauacs are seUom i-apiirpd la 
broke bi 

:ao I-. ■ .' ■■ i: ii.tc s : v" ■ v. v cl llieäe funds IS 

I) lily). AccclUirj to lie fl a eta n I. • en s ■■, ti, - rjl iv :r. ti „ a ls'C 

Blaisdell's velocity f.gc-cii v::ry Ijolwcca 100O and 1600. 



1 are end-of-the-month 
■i could Iii' l.>!;ilimali ! y 



security t rant nclioris isa'l exceeded two and a hall billion 
dollars. If it if true that no increase, in brokers' cash 
balances need necornpany iuer";ned lro.ns.ai: tie.:', volumes, 
the idf.ii of "tclf-gcTioratcd" security- trading media (in 
the form of brokerage deposits) suggests itself once more, 
bnfortunatriy no inform alien en These matters is available 
for the boom years of the twenties. 

tive of stock market behaviour in tlie United States had 
of necessity to be meagre. Nothing much more than a 
few side ligi.i-. :m Ihe releiani iru-. s: ions, '■mild be obtained 
from ibe examination of the data at our disposal. The 
mote iirjuiricanr. ot our statistical series did not go bark 
far enough to permit Judicien; voriiicatior ci the bindings 
of our largely deduo-ive analysis. This is regrettable 
because ic i- tie past ''heroic era" of r.he eroek exchange 
for which factual information would he Especially 

deposir; und of cusoitipri' brokerage deposits (and the 
I in-Kovcf of Ihese aeeo-.mts! -nighl be obi a i tied [or a repre- 
sentative .ample. These scries .mniil bine to be compared 
iri til the corrcs polling scries of slock market transactions, 



5 T am indebl.e'l lo I lie N'-" Y'c k Si-., I: b.;biuii;.: r.nioit : oil 
/ril- -i. HIT til.' 11 ilhrirbi ml pel. I, shed; *i|;iii hs :.f ri:--o-| rT-.' l..,]aa. rs 
F,r iiie years 1932 to 1935. 
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stock prices and brokers' limns. Most revealing would be 

payments.'' with the payments f r um and to customers 
Ijm>L-;:i! JmTi -\i':ti respect to various typos (if cuslomerf 
such us iiidiviiiaiil traders, indusi rial corpuraLioiis, finaii 
oial iiirporaiimis, A-i. While this information may be 
..btainal.le i.iib nr. over ^e tin us d ill'.i-ult ies am il her |i iei e 
"f information, perhaps (ho miBt cruciid of ail, seems 1« 
lie i oaccessi lilt : tili» uses to which customers put the 
balari«? which they »ithdraw from their brokers. An 
inquiry extending to the brokers' customers would appear 

It may hi- wunh considering whether something lise the 

broker firms might not be obtained currently. To report 

customers and (gross) payments made to customers during 

brokers' offices (although I hey are, it is true, already hadly 
inconvenienced by Lheir existing current, report duties). 
To know the total gross amount, r.f [payments from brokers 
-" customers ('and Ilm ratio of this a:titumt. hi total trans- 
actions) would Im- Ii valuable sunplcw-r.t. to our knowledge, 
from the Stock Clearing Corporation statistics, of the 

There are other pieces of information which one might 
obtain from more deliuleii bunk statistics. We know (he 
amounts of brokers' hums outstanding .it. eorrain dates, 
but, i! ma y be interest : .nz also to tu.» thn gross movements 
of brokers' loans. The brokers' loans on (.stand iug are, for 
the rejiuitiiiK member banks, em"; iif-the mocLh I it'll res. The 
daily irr"ss ami-f moots of brokers' hums, inclusive of the 
so-called dny loa:is (which me iirrarniei"! and repaid before 
the dose of business of the day) mi.idit. tell us more about 
the current procedures. Tho gross amoui'.l, ot brokers' 
loans grained during a d;iy may easily ho Ii multiple of 
-.■ho net, increase in loans oul standing at. the close of the 
day. This may have implications with regard to the 
uiiliiatioi, of tho banks' reserves, on the one hand, and 
the "virtual" velocity of circulation of the brokers' bank 

Thus wo come back ugaiti to (he problem (,f the iinanoia! 
cireuliil.il, n. anil wo miiv '.milder whether it would not ho 
327 



ill ihe %ures reiji-eseul iris t '::r: Ti;il.ioniLl mraej flow sould 
cwuii:ily Ii« THo-l-. p]:li^lil!'TLii-.jr. The expense may be 
hifjli»r ttui:! i-iiuld la; oir-nsul i'.pnn ;ho bunks without, com- 
pensation, but tha information obtained may be we!] ivmlh 
the cost. 



APPENDIX I) 



STATISTICAL FIGURES FOR ENGLAND 
■istical m iitt rial conrerni,,-: iln r--j 1 1, i i' ■ ft]ti 



In Table XVII w 
which are available, 
the United Eingdon 



the mill:,.,,, dnlhrs, ,„■ !l,:,t. i ( . iLpT.r^irrm-r:^ ITtl'J 

mülion ■lO'.in.is ftcrii-e. which (ha tievr York' St,vl; 
Eichiincii U,iins rcnc-hct in fJoprcmhsr, lüäfl. 'I'in! re'aiive 

s"<>* r-.ii i: , \, ■■. i'i !]■;■: r, » , ;n iv^n a 

limes is,f. 1<>5>r; tianvc : ih.i T.nnr!.-,,, iwui-,! %v,is some one and 
twe-third times the 1996 figure. 
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The industrial s;.oik prh-e index thows duiirly that the 
amplitude of rui'i'.nalioiLS »!i Hindi smaller in tin! London 
market than in the >'e\v l or]; ma: !;>■!. 'I'lus Lmnlon indc.i, 
with Ihe average of I !) 2 1 as a base, renofcrd its higrli of 
149 in Januirj-, 1!J2!>; T.ho New Vorfc iadex industrial 
Etock prices 1 , ii b;'V(l also on Uri) j . j i . r-s . reached i; a high 
Ii: AiHlüiriljür, IM39, at M'l. in Ihe substujueni (.lump tin: 
London index fell to 7-( In June, ISIM; t.ho New York 
index. at'ain will] 1Ü21 ai a bate, readied its low in the 
same jr.c.nd, at 52. The n/reveiy tarried i I . ■ ■ T.ondon indes 
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